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FORECLOSURES AT THE FRONT STEP OF THE 
FEDERAL RESERVE BANK OF CLEVELAND 


MONDAY, MAY 21, 2007 

House of Representatives, 

Subcommittee on Domestic Policy, 
Committee on Oversight and Government Reform, 

Cleveland, OH. 

The subcommittee met, pursuant to notice, at 10:30 a.m., at the 
Carl B. Stokes Federal Court House, 801 West Superior Avenue, 
Cleveland, OH, Hon. Dennis J. Kucinich (chairman of the sub- 
committee) presiding. 

Present: Representatives Kucinich and Issa. 

Staff present from the Subcommittee on Domestic Policy: Jean 
Gosa, clerk; and Jaron R. Bourke, staff director. 

Present from the Office of Mr. Kucinich: Joseph Benny, district 
director; Marty Gelfand, JD, staff counsel; Marian Carey, MBA, 
deputy district director; Patricia Vecchio, MSN, Steve Inchak, 
MSSA, Luis Gomez, Laurie Rokakis, MSW, Christine Miles, Betty 
Rodes, and Lynn Vittardi, congressional staff; and Lisa Casini, 
scheduler. 

Mr. Kucinich. The committee will come to order. 

Good morning. I’m Dennis Kucinich, chairman of the Subcommit- 
tee on Domestic Policy of the Committee on Oversight and Govern- 
ment Reform, and with me today is the ranking member of the 
committee, Mr. Issa. Mr. Issa, by the way, is a native Clevelander, 
and it’s particularly meaningful to have him here today to join in 
co-chairing this committee. I want to say that we would be joined 
by Congresswoman Stephanie Tubbs Jones, but, unfortunately. 
Congresswoman Jones’ father passed away. The funeral is today. 
My wife and I just returned from the wake, and Congresswoman 
Tubbs Jones has a representative here, I believe, or will have a 
representative from her office here, and she is, therefore, rep- 
resented. I just want to make that a matter on the record. 

I also want to say, before I begin, that we’re very pleased to have 
had the cooperation of the chief judge of the Federal court here 
from the Northeastern Ohio District, Judge Carr, and creating the 
opportunity for us to have these facilities. So, I just want to ex- 
press the gratitude of the committee for Judge Carr making avail- 
able what is a beautiful hearing room. 

And in addition to that, for me it’s an honor to be here in a build- 
ing that is named after someone who was a very dear friend of 
mine, and someone who gave outstanding service to this committee 
on so many different levels, legislative, executive and judicial. 
Judge Carl Stokes. The memory of Carl Stokes, a very powerful 
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force in this community and this country, and to be in a Federal 
court house that’s named after him is certainly an honor. Today’s 
hearing is going to examine the subprime mortgage industry and 
the problem of foreclosure, the pay day lending industry and the 
enforcement of the Community Reinvestment Act. The hearing will 
also examine alternatives to foreclosures and to pay day lending. 
Now, without objection, the chair and the ranking minority mem- 
ber will have 5 minutes to make opening statements followed by 
opening statements not to exceed 3 minutes by any other Members 
who may join us. Without objection. Members and witnesses may 
have 5 legislative days to submit a written statement or extraneous 
materials for the record. 

Our first panel today, which we’ll get to in a minute, but I want 
to acknowledge their presence, includes Charles Bromley, an ad- 
junct faculty member of the Levin College of Urban Affairs. Jim 
Rokakis, the treasurer of Cuyahoga County and Barbara Anderson, 
as a member of the Eastside Organizing Project. 

Yesterday my wife and I and Councilman Santiago and other 
members of the community went throughout a neighborhood on the 
southeast side around our Lady of Lourdes Parish, and we went up 
and down streets, and what we saw was something that really is 
heartbreaking because there was street after street, row after row 
of boarded up houses. Many of them representing the shattering of 
a dream. Many people bought these homes with the full intention 
of being able to meet the mortgages but ended up in conditions and 
payments that were onerous and lost the house. 

And, of course, the community has lost an opportunity for pro- 
ductive citizens to participate in not just home ownership, but par- 
ticipate in this process of community. 

It turns out that Cleveland is at the epicenter of the Nation’s 
foreclosure problem. Major American cities are bracing themselves 
for a wave of foreclosures. The Center for Responsible Lending 
projects that one out of every five subprime mortgages that origi- 
nated during the past 2 years will end in foreclosure. These fore- 
closures will cost homeowners as much as $164 billion, the exact 
cost of urban America is unknown. 

And when you look at this map that we’ve prepared, and 
Gelfand, our chief counsel, will have the opportunity to, perhaps, 
demonstrate it, you will see a sideways V that is highlighted in 
light green. Let me tell you what the geographical area represents. 
It is the area in the city where depository banks made very few 
prime loans. And if you look at the next map highlighted in reds 
and oranges, if you look at the same V in the same place, this geo- 
graphical area represents where the highest number of subprime 
mortgage loans were made during the same year. And if you look 
at the following map, again, the same V pattern and the same 
place, here the red dots indicate the number of foreclosures. 

These maps tell you there is a clear and self-enforcing correlation 
between the low number of prime loans, the high number of 
subprime loans and the high number of foreclosures. 

Now, finally, the last map, again, the familiar sideways line V 
shape. For here, the foreclosures indicated by blue dots are super- 
imposed on the neighborhoods, red, indicates predominantly Afri- 
can American neighborhoods, again, a perfect match. Lack of access 
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to prime loans, high frequency of subprime loans and a high rate 
of foreclosures, are by no means specific to any racial group, but 
the pattern certainly carries a whiff of America’s dark past. 

Now, how did our city get to this point? The Domestic Policy 
Subcommittee initiated an examination of the predatory mortgage 
and subprime lending industries and the Federal regulators over- 
seeing the Nation’s banking industry. As part of that effort, we 
held a hearing on March 21, 2007, in which we heard from Leading 
Consumer on academic and industry representatives. The very next 
day the Domestic Policy Subcommittee wrote a letter to the Cleve- 
land Fed in reference to the proposed merger of Huntington Bank 
and Sky Financial. 

We asked the Cleveland Fed to extend the public comment period 
and to hold a public hearing. And the public hearing — and in view 
of the — to hold a hearing in view of the lack of the depository lend- 
ing and the explosion of subprime lending and foreclosures. The 
Fed wrote back a letter, and I believe we have it here, and their 
response was, no, they will not extend the public comment period, 
and, no, they would not give a commitment to holding a public 
hearing. They only said that they would consider doing so. 

Now, I have wondered how serious — and without objection, I 
would like to submit this letter for the record. I wondered how seri- 
ous is the consideration given to holding public hearings. According 
to one of our witnesses today, the last time the Cleveland Fed held 
a public hearing in a bank merger case was nearing 30 years ago. 

I will say at the outset that this hearing will not delve into the 
details of the Huntington/Sky merger because it is a pending mat- 
ter before the Fed. And I ask that members of the subcommittee 
understand that we shall not influence any particular outcome of 
the proposed merger, nor will we pursue any questioning about it, 
or the Fed to hold a public hearing itself. 

The matter could be fully discussed by all stakeholders. However, 
unless the Cleveland Fed holds a public hearing, that conversation 
will not take place as is beyond the scope of today’s congressional 
hearing. The purpose of today’s hearing is to examine the situation 
facing Cleveland, specifically Cleveland, but Ohio generally, and to 
hear from the chief regulator of banking mergers in this region, 
Cleveland Fed. Ohio leads the Nation in the rate of foreclosures. 

Ohio’s foreclosure rate, 3.3 percent, is about three times the na- 
tional rate and has the second highest percentage of loans and seri- 
ous delinquencies according to the Mortgage Bankers Association. 
Cuyahoga County, which includes Cleveland, had 11,000 fore- 
closures in 2005, more than tripled the number a decade ago and 
13,610 foreclosures in 2006. 

Subprime lending is associated with significantly higher levels of 
foreclosure than prime lending. Foreclosure rates are 20 to 30 
times greater than subprime loans. This finding is reflected in 
Cleveland’s experience with a rapid growth in the subprime lending 
market in the rising number of the foreclosures. 

In Cleveland, in 1995, the local depositories were about 60 per- 
cent of the market share of mortgages. By 2005 that number 
dropped to 20 percent. The Federal Reserve of Cleveland oversees 
the Fourth Federal Reserve District, which comprises Ohio, Ken- 
tucky and northern West Virginia and western Pennsylvania. It is 
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one of 12 regional reserve banks that, in conjunction with the 
Board of Governors in Washington, DC, make up the Federal Re- 
serve System. 

The Fed has the primary responsibility of supervising and regu- 
lating the activities of State and local banks and bank holding com- 
panies. In the case of an acquisition, the Fed is required to take 
into account the likely effects of acquisition on competition, the 
convenience and needs of the communities to he served, the finan- 
cial and managerial resources and future prospects of the compa- 
nies and banks involved, and the effectiveness of the companies’ 
policies to combat money laundering. 

I think one question, the maps I referred to a moment ago, raises 
this: How well have the convenience and the needs of the commu- 
nities been served over the last 30 years, especially in the last 10 
years as the predatory lending and foreclosure problems have ex- 
ploded? I think one of the few questions raised by the magnitude 
of the foreclosure crisis in Ohio includes: What was the Cleveland 
Fed doing to lessen the problem? What enforcement tools were the 
Cleveland Fed advocating for? Was the Cleveland Fed acting pro- 
portionately with the foreclosure problem? What recognition did 
the Cleveland Fed show that it had a foreclosure crisis at its front 
step? Did the Fed adequately use its considerable power to curve 
an industry that preyed upon borrowers, distort the market and 
reeked havoc not just on borrowers but on their neighborhoods, cit- 
ies and regions. I hope that we may begin to get answers to that 
and other questions today. 

At this point I would like to — at this point I would like to recog- 
nize the ranking member of the committee, Darrel Issa of Califor- 
nia. I want to thank Mr. Issa for being with me this morning as 
we conduct this hearing. The chair recognizes Mr. Issa. 

[The prepared statement of Hon. Dennis J. Kucinich follows:] 
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Statement of Dennis J. Kucinich 
Chairman, Domestic Policy Subcommittee 
Oversight and Government Reform Committee 
May 21, 2007 

Cleveland is at the epicenter of the nation’s foreclosure problem of 
foreclosure. Major American cities are bracing themselves for a 
wave of foreclosures. The Center for Responsible Lending projects 
that one out of every five subprime mortgages that originated 
during the past two years will end in foreclosure. These 
foreclosures will cost homeowners as much as $164 billion — the 
exact cost they will have on urban America is unknown. 

Look at this map. You see the sideways lying V highlighted in 
light green? Let me tell you what that geographical area represents. 
It is the area in the city where depository banks made very few 
prime loans. 

Now look at the next map, highlighted in reds and oranges- — look 
at the same “V” and the same place. This geographical area 
represents where the highest number of subprime mortgage loans 
were made during that same year. 
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Look at the following map. Again the same “V” and the same 
place. Here the red dots indicate the number of foreclosures. These 
maps tell you that there is a clear and self-reinforcing correlation 
between the low number of prime loans, the high number of sub- 
prime loans, and the high number of foreclosures. 

Finally, now, look at this last map. Again the familiar sideways- 
lying “V” shape. But here the foreclosures, indicated by blue dots, 
are superimposed on the neighborhoods - red indicates 
predominately African-American neighborhoods. Again, a perfect 
match. 

Lack of access to prime loans, a high frequency of subprime loans 
and a high rate of foreclosures are by no means specific to any 
racial group, but the pattern certainly carries a whiff of America’s 
dark past. 

How did our city get to this point? 

The Domestic Policy Subcommittee, which I chair, has initiated a 
broad reaching examination of the predatoiy mortgage and 
subprime lending industries, and the federal regulators overseeing 
the nation’s banking industry. 
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As part of that effort, we held a hearing on March 21, 2007 in 
which we heard from leading consumer, academic and industry 
representatives. The very next day, the Domestic Policy 
Subcommittee intervened in a major bank merger in Ohio -- the 
proposed merger of Huntington Bancshares and Sky Financial. 

We asked the Federal Reserve Bank of Cleveland, which is the 
primary regulator, to extend the public comment period and to hold 
a public hearing. 

The Fed wrote back this letter (show it). No they said, they will 
not extend the public comment period. And no, they would give 
no commitment to holding a public hearing. They said only that 
they would “consider” doing so. 

I have wondered how serious is the consideration given to holding 
public hearings. After all, the last time the Cleveland Fed held a 
public hearing in a bank merger case was, I believe, nearly thirty 
years ago. 

I will say at the outset that this hearing will not delve into details of 
the Huntington/Sky merger because it is a pending matter before 
the Fed. Were the Fed to hold a public hearing itself, the matter 
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could be fully discussed by all stakeholders. Unfortunately, that is 
beyond the scope of today’s congressional hearing. 

The purpose of today’s hearing is to examine the situation 
facing Cleveland, specifically, and Ohio, generally, and hear from 
the chief regulator of banking mergers in this region, the Cleveland 
Fed. Ohio leads the nation in the rate of foreclosure. Ohio’s 
foreclosure rate (3.3%) is about three times the national rate, and 
has the second highest percentage of loans in Serious Delinquency, 
according to the Mortgage Bankers Association. Cuyahoga 
County, which includes Cleveland, had 1 1 ,000 foreclosures in 
2005, more than triple the number a decade earlier, and 13,610 
foreclosures in 2006. 

Subprime lending is associated with significantly higher 
levels of foreclosure than prime lending. Foreclosure rates are 20 
to 30 times greater for subprime lending as for prime. This 
finding is reflected in Cleveland’s experience with a rapid growth 
in the subprime lending market and the rising number of 
foreclosures. In Cleveland in 1995, local depositories held about 
60% of the market share of mortgages. By 2005, that number had 


Dan Immergluck and Geoff Smith, The External Costs of Foreclosure: The impact of single-family 
mortgage foreclosures on Property Values, Housing Policy Debate, Volume 1 7, Issue 1 , Fannie Mae 
Foundation, (2006) 
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dropped to 20%. As I indicated earlier, the number of foreclosures 
tripled during that period. 

The Federal Reserve Bank of Cleveland oversees the Fourth 
Federal Reserve District, which comprises Ohio, eastern Kentucky, 
and northern West Virginia, and western Pennsylvania. It is one of 
twelve regional Reserve Banks that, in conjunction with the Board 
of Governors in Washington, D.C, make up the Federal Reserve 
System. The Fed has the primary responsibility of supervising and 
regulating the activities of state member banks and bank holding 
companies. In the case of an acquisition, the Fed is required to take 
into account: 

1) the likely effects of the acquisition on competition; 

2) the convenience and needs of the communities to be served; 

3) the financial and managerial resources and future prospects 
of the companies and banks involved; and 

4) the effectiveness of the company’s policies to combat money 
laundering. 

I think one question the maps I referred to a moment ago raise is 
this: how well have the “convenience and needs of the 
communities” been served over the past 30 years, and especially in 
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the last 10 years, as the predatory lending and foreclosure 
problems have exploded? 

I think a few of the questions raised by the magnitude of the 
foreclosure crisis in Ohio raises include, What was the Cleveland 
Fed doing to lessen the problem? What new enforcement tools 
was the Cleveland Fed advocating for? Was the Cleveland Fed 
acting proportionately to the foreclosure problem? 

What recognition did the Cleveland Fed show that it had a 
foreclosure crisis at its front step? 

I hope that we may begin to answers to that and other questions 
today. 
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Mr. ISSA. Thank you for holding this very important hearing as 
a followup to what we’ve already done in Washington. 

I am fortunate to serve. This is the second go-around. In the last 
Congress we did a lot of hearings that we did together on a biparti- 
san basis and are continuing to. And I hope that everyone here 
today understands that’s a spirit in which we come here, that when 
you look at the numbers, you look at Cuyahoga County, OH as a 
whole versus the Nation. 

There’s clearly a problem in this region, and understanding the 
problem of this region before it spreads or to discover whether it 
will spread to other parts of the country, will certainly, for me, be 
part of the focus here today. As the chairman very much said, we’re 
not here to discuss a pending merger, but I think we will be listen- 
ing appropriately to some of the concerns that Chairman Kucinich 
raised about competition. I, for one, come from California now, even 
though I’m a native of Cleveland. As a result, I come from an area 
that has almost the reverse of what’s going on here in Ohio. Unem- 
ployment is at a historic low. Home prices have risen more than 
double on the average in California in the same period in which 
they were pretty flat here in Ohio. 

As a result, if you had a subprime loan and still have one in 
California, but you didn’t refinance, you probably have 50 percent 
plus equity in your home in California. Well, here you may have 
exactly the same equity that you originally bought your house with. 
So, there are things that are different. Certainly, I believe that 
we’re going to look at that today. 

We’re going to look at whether the Fed exercised what it could 
exercise under the HOEPA, the Home Ownership Protection Act, 
which as I understand and we’ll hear more today, gives authority, 
but limited enforcement, and that’s something, perhaps, that we’ll 
see and hear more when the Fed has their chance. 

I must admit, I took a little nostalgic tour of Cleveland, Cleve- 
land Heights, Shaker, the whole east side yesterday, and perhaps 
because I haven’t been here much longer than the chairman, I saw 
the part of the cup that was half full. I saw the areas of Hough 
and going up Chester and Carnegie. I saw brand new homes where 
I remember only, to be honest, ancient homes that were boarded 
up. I still saw some boarded up homes. 

But I see the promise for Ohio if, in fact, we can keep home own- 
ership alive. I think the chairman and I will work together in 
Washington to take what we learn here today and make sure that, 
at a minimum. Congress is doing what it can to continue promoting 
home ownership. 

I also think that we’re going to have to look beyond banks, and 
beyond banks, the regulatory authority of banks. As a Californian, 
where California has the right, as Ohio has the right to regulate 
mortgage brokers, I believe that both States have done, at best, a 
limited job of doing so. 

As I’m sure the chairman and those testifying today will agree, 
mortgage brokers are the people that actually talk the consumer 
into making that loan. It is very seldom, if ever, a federally regu- 
lated bank. 

As Members of Congress, we, in fact, zealously guard our over- 
sight ability, and I believe today is just a splendid example of good 
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oversight, coming out here and looking beyond what we would nor- 
mally see in Washington and with constituents to have an oppor- 
tunity to see that Washington is not all about Washington. 

My hope today is that we cannot only get to the root of many of 
the problems that plague the subprime industry nationally, but 
that we can effectively differentiate what’s going on nationally from 
regional and local problems. This is particularly important because, 
we as Federal regulators, have limited authority, but we can grant 
additional authority to ourselves as we see fit. But often the thing 
we need to do most is to say, what are we doing? Are we doing 
enough. Should we do more? And if the answer is, we are doing 
enough, then the next question is are the State and local areas em- 
powered to do enough? 

Is it clear that, for example, mortgage brokers are the respon- 
sibility of the States, and if, in fact, they are untruthful or preda- 
tory in their lending practices, no amount of enforcement directly 
from the Fed is going to have the same effect as the State attorney 
general and the State legislature. 

So, Mr. Chairman, I want to once again thank you for holding 
this important hearing. I think I’ve contrasted a little bit of what 
I’m hoping to see here today, but I think at the end of the day it’s 
what we both want to see that’s going to make us effective when 
we return to Washington, and I yield back. 

Mr. Kucinich. I thank the gentleman from California. Without 
objection, the members of this committee will have 5 legislative 
days to submit a written statement or extraneous materials for the 
record. Without objection, the members of the Ohio Delegation who 
have the desire to submit a written statement or extraneous mate- 
rials for the record, will be able to do so. 

Without objection, the public officials who are here today who 
will not be testifying, but, nevertheless, represent constituencies 
such as a Councilman Brancatelli, Councilman Santiago and oth- 
ers, will be able to submit written statements and extraneous ma- 
terials. And the community groups, including those from Slavic Vil- 
lage who were able to walk with us yesterday and from North East 
Side Community, will be able to submit written statements and 
provide extraneous materials for the record, Mr. Issa. 

OK. So, at this point we are now going to be hearing from the 
witnesses, and I want to start by introducing our first panel. I’ll 
begin by introducing Mr. Rokakis. Now, Mr. Rokakis took office as 
the Cuyahoga County treasurer in March 1997 after serving for 
over 19 years on the Cleveland City Council, and I had the honor 
in serving with Mr. Rokakis. 

Mr. Rokakis brought sweeping reform to the treasurer’s office. 
He spearheaded House Bill 294, which streamlines foreclosure 
process for abandoned properties. He was instrumental in creating 
Cuyahoga County’s Don’t Borrow Trouble Prevention Foreclosure 
Program. 

Mr. Rokakis developed nationally recognized link deposit loan 
programs to help revitalize the county’s housing stock. 

Additionally working past Ohio House Bill 293, that allowed sen- 
ior citizens to defer property tax payments. 

Governor Ted Strickland has appointed Mr. Rokakis to Ohio’s re- 
cently formed task force on foreclosures in Ohio. And I just wanted 
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said, Mr. Issa, that Mr. Rokakis has really been an important lead- 
er on this issue, and we’re very grateful for his presence here 
today. 

Ms. Barbara Anderson is the treasurer of the Predatory Lending 
Action Committee of ESOP, Empowering and Strengthening Ohio’s 
People. ESOP was founded in 1993 to create organized leadership 
around issues that impact neighborhood life in Cleveland. Ms. An- 
derson is a long-time community leader in Cleveland’s Slavic Vil- 
lage. 

And, finally, the last witness of our first panel will be Mr. 
Charles Bromley, who is an adjunct faculty member at the Levin 
College of Urban Affairs. He is a Presidential scholar in the 
SAGES Program at Case Western Reserve University and chair of 
the Ohio Pair Lending Coalition. He’s led the first organizations to 
document the relationship between foreclosures and predatory 
lending and unfair lending practices and their impact on Greater 
Cleveland neighborhoods. 

I want to thank the witnesses for appearing before the sub- 
committee. It is the policy of the committee on Oversight and Gov- 
ernment Reform to swear in all witnesses before they testify. I’m 
going to ask that the witnesses rise and raise your right hands. 

[Witnesses sworn.] 

Mr. Kucinich. Thank you. Let the record reflect that the wit- 
nesses answered in the affirmative. 

Now, I’m going to ask each of the witnesses to now give a brief 
statement, a brief summary of their testimony and to keep this 
summary under 5 minutes in duration. 

I want you to bear in mind that your complete written statement 
will be included in the hearing record. I’d like to begin and have 
the chair recognize Mr. Rokakis, the treasurer of Cuyahoga Coun- 
ty. Welcome. Please proceed. 

STATEMENT OF JAMES ROKAKIS, TREASURER OF CUYAHOGA 

COUNTY 

Mr. Rokakis. Thank you. Chairman Kucinich. And Congressman 
Issa, welcome home. Our baseball team is better than it was when 
you left, but I’m afraid to say that our football team may be worse. 

Mr. Issa. But we got rid of Modell, didn’t we? 

Mr. Rokakis. Thank you, Mr. Chairman and members of this 
committee for allowing me the opportunity to speak here today. 
The crisis of foreclosures and the meltdown in the subprime lend- 
ing market has dominated the news the past 6 months, but is a 
problem we have been struggling within northeast Ohio and Cleve- 
land, in particular, since the mid 1990’s when our foreclosure rate 
took off here. From a low of 3,500 private mortgage foreclosures in 
1995, our foreclosure rate climbed steadily in the 90’s to over 7,000 
foreclosures filed by 2000. Undoubtedly, a weak economy played a 
role in the doubling of the foreclosure rate, but other forces were 
at work. The development of the secondary mortgage market and 
great access to capital markets had created an insatiable demand 
for mortgages and an increase in reckless lending practices, local 
governments struggling to deal when this explosion cried out for 
help. 
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In March 2001, my office co-hosted, along with CSU School of 
Urban Affairs, a conference at the Cleveland Federal Reserve Bank 
on the topic of foreclosures. In 2002, three Ohio cities, Cleveland, 
Toledo and Dayton, passed anti-predatory lending ordinances in an 
attempt to fill the void created by an oblivious State government 
and a Federal reserve that failed to recognize the crisis. These local 
laws were preempted by State laws passed by the Ohio Legislature 
within 60 days of their package. 

An especially bold industry became even greedier and more reck- 
less, and our foreclosure rate continued to climb to over 13,000 pri- 
vate mortgage foreclosures filed last year. And sadly we predict, 
based on first-quarter filings in 2007, to over 16,000 foreclosures 
this year, the equivalent of foreclosing on every owner-occupied 
unit in the cities of Garfield Heights, Middleburg Heights and 
Olmsted Falls. 

The Federal Reserve Bank has the authority under the Truth in 
Lending Act and the Home Ownership Protection Act to ban all of 
the practices that have fed this mortgage craze and led to this fore- 
closure frenzy. They can ban no-document loans, but have not. 
They can ban loans that are not fully indexed to a borrower’s in- 
come, but have not. 

They can ban the practice known as risk layering where borrow- 
ers with the weakest credit are offered multiple gimmicks to qual- 
ify them for a loan, but they have not. They can require that all 
subprime loans provide for the escrow of taxes and insurance in 
their payments, but they do not. 

They continue to hide behind the need to protect the subprime 
industry, but this argument fails to recognize that almost 90 per- 
cent of subprime loans are financed and nearly all of those are ad- 
justable rate mortgages that will, with a considerable degree of cer- 
tainty, double the payment within 5 years and cost that borrower 
their home. I am stunned at the number of elderly homeowners 
who have refinanced their homes late in life, stripping their equity 
out of the property and saddling them with a debt level they can- 
not afford. 

In 1983, the average 65-year-old homeowner had $11,000 in debt 
on their primary residence. By 2004, that number had climbed to 
47,000. Yesterday’s New York Times had an article that zeroed in 
on unscrupulous telemarketers, people who focus their efforts on 
the elderly and target them for products they don’t need and can 
ill afford. 

This practice has been going on in the mortgage refinance busi- 
ness for years. We see evidence of it on people who have been refi- 
nanced and promised that their property taxes were part of their 
monthly payment, only to find out they had been lied to, and they 
found their names in the newspaper because they had failed to pay 
their property taxes. 

Last week. Federal Reserve Chairman Ben Bernanke, spoke to 
an audience in Chicago on the topic of the subprime mortgage mar- 
ket. He spoke of a foreclosure and/or delinquency rates of more 
than 60 days as approaching 11 percent in the subprime market. 
I wish that were the case in Cleveland. 

In January, Larry Litton, CEO of Litton Loan Servicing, shared 
his Cleveland numbers with me, 11.41 percent already foreclosed 
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in their portfolio, 16 percent in foreclosure for a total of 27.41 per- 
cent. If you add their loans that were 30 days late, which were an- 
other 18.5 percent, a stunning 46 percent of their loans in Cleve- 
land were underwater or sinking fast, 46 percent. Let me read from 
Chairman Bernanke’s conclusion in Chicago last week: “Markets 
can overshoot, but ultimately, market forces also work to rein in 
excesses. For some, the self-correcting pull back may seem too late 
and too severe, but I believe the long-run markets are better than 
regulators at allocating credit. We must be careful not to express 
responsible lending or eliminate refinancing opportunities for 
subprime borrowers.” 

In the mid 1970’s, New York City was facing a bankruptcy and 
looked to the Federal Government for a bailout. Gerald Ford was 
President and said no. New York Daily News headline read, “Ford 
to NYC: Drop dead.” The position of the Fed on this issue, their 
failure to regulate their unwillingness to recognize the severity of 
this crisis should elicit a new headline: Fed to Cleveland: Drop 
dead. Fed to Dayton, Toledo, Detroit, Buffalo, Cincinnati: Drop 
dead. 

Members of this committee, I don’t believe the Federal Reserve 
Bank will take the measures they need to take. Frankly, you could 
argue it’s too late. Congress must act on the various measures 
under consideration in the house and Cincinnati to rein in the ex- 
cesses of the mortgage industry, because the market has proven 
itself to be greedy and unreliable in protecting the assets of its in- 
vestors and willing to destroy cities like Cleveland. Act now. 

[The prepared statement of Mr. Rokakis follows:] 
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THANK YOU, MR. CHAIRMAN AND MEMBERS OF THIS 
COMMITTEE FOR ALLOWING ME THE OPPORTUNITY TO 
SPEAK HERE TODAY. 

THE CRISIS OF FORECLOSURES AND THE MELT- 
DOWN IN THE SUBPRIME LENDING MARKET HAS 
DOMINATED THE NEWS THE PAST SIX MONTHS BUT IS A 
PROBLEM WE HAVE BEEN STRUGGLING WITH IN 
NORTHEAST OHIO, AND CLEVELAND IN PARTICULAR, 
SINCE THE MID 1990’S WHEN OUR FORECLOSURE RATE 
TOOK OFF HERE. FROM A LOW OF 3,500 PRIVATE 
MORTGAGE FORECLOSURES IN 1995, OUR FORECLOSURE 
RATE CLIMBED STEADILY IN THE 90’S TO OVER 7,000 
FORECLOSURES FILED BY 2000. UNDOUBTEDLY, A WEAK 
ECONOMY PLAYED A ROLE IN THE DOUBLING OF THE 
FORECLOSURE RATE, BUT OTHER FORECES WERE AT 
WORK. THE DEVELOPMENT OF THE SECONDARY 
MORTGAGE MARKET AND GREATER ACCESS TO CAPITAL 


MARKETS HAD CREATED AN INSATIABLE DEMAND FOR 
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3 

MORTGAGES AND AN INCREASE IN RECKLESS LENDING 
PRACTICES. LOCAL GOVERNMENTS STRUGGLINGTO 
DEAL WITH THIS EXPLOSION CRIED OUT EOR HELP. IN 
MARCH OE 2001 MY OEEICE CO-HOSTED, ALONG WITH 
CSU SCHOOL OF URBAN AFFAIRS, A CONFERENCE AT THE 
CLEVELAND FEDERAL RESERVE BANK ON THE TOPIC OF 
FORECLOSURES. IN 2002 THREE OHIO CITIES - 
CLEVELAND, TOLEDO AND DAYTON - PASSED ANTI- 
PREDATORY LENDING ORDINANCES IN AN ATTEMPT TO 
FILL THE VOID CREATED BY AN OBLIVIOUS STATE 
GOVERNMENT AND A FEDERAL RESERVE THAT FAILED 
TO RECOGNIZE THE CRISIS. THESE LOCAL LAWS WERE 
PRE-EMPTED BY STATE LAWS PASSED BY THE OHIO 
LEGISLATURE WITHIN 60 DAYS OF THEIR PASSAGE. 

AN EMBOLDENED INDUSTRY BECAME EVEN 
GREEDIER AND MORE RECKLESS AND OUR 
FORECLOSURE RATE CONTINUED TO CLIMB TO OVER 
13,000 PRIVATE MORTGAGE FORECLOSURES FILED LAST 
YEAR AND SADLY - WE PREDICT BASED ON FIRST 
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QUARTER FILINGS IN 2007 - TO OVER 16,000 
FORECLOSURES THIS YEAR - THE EQUIVALENT OF 
FORECLOSING ON EVERY OWNER OCCUPIED UNIT IN THE 
CITIES OF GARFIELD HEIGHTS, MIDDLEBURG HEIGHTS 
AND OLMSTED FALLS. 

THE FEDERAL RESERVE BANK HAS THE AUTHORITY 
UNDER THE TRUTH IN LENDING ACT AND THE HOME 
OWNERSHIP PROTECTION ACT TO BAN ALL OF THE 
PRACTICIES THAT HAVE FED THIS MORTGAGE CRAZE 
AND LED TO THIS FORECLOSURE FRENZY. THEY CAN 
BAN NO DOCUMENT LOANS - BUT HAVE NOT. THEY CAN 
BAN LOANS THAT ARE NOT FULLY INDEXED TO A 
BORROWER’S INCOME BUT HAVE NOT. THEY CAN BAN 
THE PRACTICE KNOWN AS RISK LAYERING - WHERE 
BORROWERS WITH THE WEAKEST CREDIT ARE OFFERED 
MULTIPLE ‘GIMMICKS’ TO QUALIFY THEM FOR A LOAN - 
BUT THEY HAVE NOT. THEY CAN REQUIRE THAT ALL 
SUBPRIME LOANS PROVIDE FOR THE ESCROW OF TAXES 


AND INSURANCE IN THEIR PAYMENTS BUT THEY DO NOT. 
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THEY CONTINUE TO HIDE BEHIND THE NEED TO 
PROTECT THE SUBPRIME INDUSTRY BUT THIS 
ARGUMENT FAILS TO RECOGNIZE THAT ALMOST 90% OF 
SUBPRIME LOANS ARE REFINANCES - AND NEARLY ALL 
OF THOSE ARE ADJUSTABLE RATE MORTGAGES THAT 
WILL, WITH A CONSIDERABLE DEGREE OF CERTAINTY, 
DOUBLE THE PAYMENT WITHIN 5 YEARS - AND COST 
THAT BORROWER THEIR HOME. I AM STUNNED AT THE 
NUMBER OF ELDERLY HOMEOWNERS WHO HAVE 
REFINANCED THEIR HOMES LATE IN LIFE - STRIPPING 
THEIR EQUITY OUT OF THE PROPERTY AND SADDLING 
THEM WITH A DEBT LEVEL THEY CANNOT AFFORD. IN 
1983, THE AVERAGE 65 YEAR OLD HOMEOWNER HAD 
$11,000 IN DEBT ON THEIR PRIMARY RESIDENCE. BY 2004, 
THAT NUMBER HAD CLIMBED TO $47,000. YESTERDAY’S 
NEW YORK TIMES HAD AN ARTICLE THAT ZEROED IN ON 
AN UNSCRUPULOUS TELEMARKETERS, PEOPLE WHO 
FOCUS THEIR EFFORTS ON THE ELDERLY AND TARGET 


THEM FOR PRODUCTS THEY DON’T NEED AND CAN ILL 
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AFFORD. THIS PRACTICE HAS BEEN GOING ON IN THE 
MORTGAGE REFINANCE BUSINESS FOR YEARS - WE SEE 
EVIDENCE OF IT ON PEOPLE WHO HAVE BEEN 
REFINANCED AND PROMISED THAT THEIR PROPERTY 
TAXES WERE PART OF THEIR MONTHLY PAYMENT ONLY 
TO FIND OUT THEY HAD BEEN LIED TO AND THEY FOUND 
THEIR NAMES IN THE NEWSPAPER BECAUSE THEY HAD 
FAILED TO PAY THEIR PROPERTY TAXES, 

LAST WEEK, FEDERAL RESERVE CHAIRMAN BEN 
BENARKE SPOKE TO AN AUDIENCE IN CHICAGO ON THE 
TOPIC OF THE SUBPRIME MORTGAGE MARKET. HE 
SPOKE OF A FORECLOSURE AND/OR DELINQUENCY 
RATES OF MORE THAN 60 DAYS AS APPROACHING 11% IN 
THE SUBPRIME MARKET. I WISH THAT WERE THE CASE 
IN CLEVELAND. IN JANUARY, LARRY LITTON, CEO OF 
LITTON LOAN SERVICING, SHARED HIS CLEVELAND 
NUMBERS WITH ME. 11.41% ALREADLY FORECLOSED IN 
THEIR PORTFOLIO, 16% IN FORECLOSURE FOR A TOTAL 
OF 27.41%. IF YOU ADD THEIR LOANS THAT WERE 30 
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DAYS LATE, WHICH WERE ANOTHER 18.5%, A STUNNING 
46% OE THEIR LOANS IN CLEVELAND WERE UNDER 
WATER OR SINKING FAST. 46%! 

LET ME READ FROM CHAIRMAN BENARKE’S 
CONCLUSION IN CHICAGO LAST WEEK: “MARKETS CAN 
OVERSHOOT, BUT, ULTIMATELY, MARKET FORCES ALSO 
WORK TO REIN IN EXCESSES. FOR SOME, THE SELF 
CORRECTING PULL BACK MAY SEEM TOO LATE AND TOO 
SEVERE. BUT I BELIEVE IN THE LONG RUN MARKETS ARE 
BETTER THAN REGULATORS AT ALLOCATING CREDIT. 
WE MUST BE CAREFUL NOT TO SUPPRESS RESPONSIBLE 
LENDING OR ELIMINATE REFINANCING OPPORTUNITIES 
FOR SUBPRIME BORROWERS.” IN THE MID 1970’S, NEW 
YORK CITY WAS FACING BANKRUPTCY AND LOOKED TO 
THE FEDERAL GOVERNMENT FOR A BAIL OUT. GERALD 
FORD WAS PRESIDENT AND SAID NO. NEW YORK DAILY 
NEWS HEADLINE READ FORD TO NYC: DROP DEAD. THE 
POSITION OF THE FED ON THIS ISSUE - THEIR FAILURE 
TO REGULATE THEIR UNWILLINGNESS TO RECOGNIZE 



THE SEVERITY OE THIS CRISIS SHOULD ELICIT A NEW 
HEADLINE: EED TO CLEVELAND: DROP DEAD! EED TO 
DAYTON, TOLEDO, DETROIT, BUFFALO, CINCINNATI: 
DROP DEAD! 

MEMBERS OF THIS COMMITTEE, I DON’T BELIEVE 
THE FEDERAL RESERVE BANK WILL TAKE THE 
MEASURES THEY NEED TO TAKE - FRANKLY, YOU COULD 
ARGUE IT’S TOO LATE. CONGRESS MUST ACT ON THE 
VARIOUS MEASURES UNDER CONSIDERATION IN THE 
HOUSE AND THE SENATE TO REIN IN THE EXCESSES OF 
THE MORTGAGE INDUSTRY, BECAUSE THE MARKET HAS 
PROVEN ITSELF TO BE GREEDY, UNRELIABLE IN 
PROTECTING THE ASSETS OF ITS INVESTORS, AND 
WILLING TO DESTROY CITIES LIKE CLEVELAND. ACT 
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Mr. Kucinich. Thank you very much, Mr. Rokakis. 

Next we’re going to hear from Ms. Barbara Anderson. You may 
proceed. 

STATEMENT OF BARBARA ANDERSON, TREASURER, 
EMPOWERING & STRENGTHENING OHIO’S PEOPLE 

Ms. Anderson. Thank you, Mr. Chairman, and certainly, thank 
you, Mr. Issa, and members and representatives of this committee. 

Good morning, my name is Barbara Anderson, and I appear be- 
fore you today as the treasurer and member of the Predatory Lend- 
ing Action Committee of the Empowering and Strengthening Ohio’s 
People [ESOP]. ESOP was formerly known as the East Side Orga- 
nizing Project. 

ESOP is a community organization whose roots are in the south- 
east side of Cleveland, OH, but whose growth has been fueled by 
abusive lending and now includes the entire northeast Ohio region, 
as ESOP’s work is widely recognized and requested. 

I also serve as the treasurer of the Empowerment Center of 
Greater Cleveland, president of the Bring Back the 70’s Street 
Club. I’m the past president of Community Assessment and Treat- 
ment Services and serve on the boards of the Ohio State University 
Extension Program, Vision Advocacy Council of MetroHealth Cen- 
ter for Community Health and Co-chair of MetroHealth Center for 
Community Health and Co-chair of the Slavic Village Development 
Abandoned and Vacant Housing Committee. 

I could give you documentation regarding the devastating impact 
of predatory lending and foreclosure, however, that’s included in 
my full statement. I’m a survivor of personal predatory lending in 
the past. I am yet a victim of predatory lending as is my entire 
neighborhood. 

I have lived at 3435 East 76th Street for over 25 years. That ad- 
dress is in the Slavic Village neighborhood. That is today widely 
seen as the epicenter of the foreclosure crisis facing Cleveland and 
the Nation. 

I want to thank you, Mr. Kucinich, for holding this hearing as 
the city of Cleveland is now experiencing a crisis as a result of 
years of neglect by local banks and regulators. Without question, 
cities like Cleveland were ripe for the picking. The steel industry 
was leaving, their secondary industries went belly up and we con- 
tinue to have brain drain. While these facts are staggering, what 
I see in my neighborhood is even more tragic. 

There are ten houses on my street. Five of them are currently 
vacant, and in most cases are owned by a lender who made an abu- 
sive loan that the homeowner could not afford. My street is not un- 
usual. You can walk up and down virtually any street in my neigh- 
borhood, as you did yesterday, Mr. Kucinich, and you will find a 
similar situation. 

In our street club’s targeted area, which includes the streets from 
East 70th to East 78th, south to Edna Avenue and north of Mor- 
gan, there are over 100 vacant, abandoned or condemned homes. 
Obviously, this scenery has reduced the value of my own home. 
While that is devastating by itself, what is most devastating is that 
I cannot allow my grandchildren to play outside because of squat- 
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ters, usually high on drugs, are now occupying some of those 
houses as they sit wide open. 

Today organizations like ESOP are fighting an uphill battle to 
clean up these costly measures. We have written agreements with 
about a dozen lenders and services that allow us to serve as the 
middle person between the homeowner and lender in order to help 
negotiate a workout to their problem loan. 

This year ESOP is projected to assist about several hundred fam- 
ilies get out of foreclosure. While we are proud of our efforts, Cuya- 
hoga is expected to see upwards of 15,000 foreclosures in 2001. 
While some of these foreclosures are due to unforeseen, economic 
hardships, the vast majority are the results of abusive lending. I 
take this personally. Irresponsible lenders preying on unsophisti- 
cated borrowers is a match made in financial hell. It is the resi- 
dents that are left behind that must shoulder the burden of the po- 
tential health, crime and nuisance of these properties. 

Once left vacant, they become an eyesore. No one comes to clean 
or to maintain the property. It is simply left alone and continues 
its almost certain decline. The banks and the lobbiests will tell you 
that the problem is a lack of financial education on the part of the 
consumer. While, actually, it’s a lack of accountability by the lender 
and greed to increase revenue on the backs of those that can least 
afford and have very few options. 

ESOP sees this hearing as an important first step to changing 
the job description of the regulators, and I wish to conclude by 
thanking you again. Congressman Kucinich, for your leadership on 
this issue and would be happy to take any questions. 

[The prepared statement of Ms. Anderson follows:] 
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Empowering & Strengthening Ohio’s People (ESOP), a community organization 
whose roots are in the southeast side of Cleveland, Ohio but whose growth has 
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I have lived at 3435 E. 76*” St. for nearly thirty years. That address is in the 
Slavic Village neighborhood that is, today, widely seen as the epicenter of the 
foreclosure crisis facing Cleveland and the nation. 

I want to thank Congressman Dennis Kucinich for holding this hearing as the city 
of Cleveland is now experiencing a crisis as a result of years of neglect by local 
banks and regulators. 

Without question, cities like Cleveland were “ripe for the picking”. The steel 
industry was leaving, their secondary industries went belly up and we continue to 
have a brain drain. Indeed, the banking industry would like you to believe they 
pulled out of the Cleveland communities because of the economy. 

Ladies and Gentlemen, they pulled out because they could make MORE money 
vis a vis their sub-prime affiliates. And make no mistake; THEY DID. Consider 
National City Bank whose headquarters is in Cleveland. Until very recently, 
National City Bank owned First Franklin Financial. I encourage you to read the 
Plain Dealer article that was published on March 15, 2007 

(httD://\www.cleveland.com/business/plaindealer/index.ssf?/base/business/11739 
4899598200.xml&coll=2) where NCB has put $50 million in reserves because it 
foolishly invested in First Franklin Financial but now has to foot the bill for that 
company’s abusive practices as they are stuck with those loans. 
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National City (NCB) is not alone. Consider Key Bank who also sensed the party 
is over when they sold their sub-prime affiliate, Champion Mortgage, late last 
year. 

Had NCB, Key and many of Cleveland’s other banks not chosen to cut off 
lending in low to moderate income communities over the last ten years, we would 
not be here today. Of course, had the banking regulators done their job, we 
wouldn’t be here either. Instead, the banks and regulators are all standing around 
scratching their head about how we got into this situation. 

I have lived in Cleveland neighborhoods all my life. I remember going with my 
parents to banks that were just around the corner or down the street. One by 
one, however, they disappeared. 

As they left, others set up shop. A visit to the corner of East 93"^ St. and Union, 
about fifteen blocks from where 1 live, makes my point. Twenty years ago, that 
intersection had three bank branches. Today, it has three check cashing/payday 
lending stores. My neighborhood does not have ONE bank in our community. 
How can anyone say that the regulators did their job to protect my community? Is 
it any wonder why and how the sub-prime lending industry came into Cleveland? 
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The sub-prime industry will tell you that they acted based on the economics of 
supply and demand. That is probably the only thing they and I agree on. The fact 
is, as the banks abandoned low to moderate income neighborhoods, the sub- 
prime industry moved in and moved in fast. 

For example, in 2002, Argent Mortgage Company (the wholesale lending arm of 
ACC Holdings which also owns Ameriquest Mortgage Company) had no 
presence in the city of Cleveland. Since 2003, however, despite only offering a 
sub-prime loan product, they have been the largest lender in Cleveland. I guess 
we are supposed to believe that, almost overnight, the credit rating of Cleveland 
residents tanked and they no longer qualified for a prime rate mortgage. 

I would suggest to you that Argent's surge in Cleveland is the result of years of 
local banks turning their back on low to moderate income, often minority, 
residents. 

I want to spend a few minutes and give you a sense of just how devastating the 
last decade has been due to the regulators abdicating their responsibility and 
abusive lenders entering the market place. The following statistics were put 
together by Paul Bellamy, a fair housing expert in Cleveland. They paint a very 
grim picture. Consider: 
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• Ohio’s foreclosure rate is three times the national average and 
the highest of all states.^ 

• Data from 12 of the 13 largest Ohio counties indicate that 2006 
foreclosure filings Increased by an estimated 25 percent over 
2005, with an estimated 80,000 foreclosure filings.^ 

• The volume of foreclosures is expected to grow much faster in 
2007 and 2008 because of the number of subprime ARM loans 
that will be reset at much higher rates. In 2005, subprime loans 
accounted for about 13 percent of the mortgages issued 
nationally, compared to almost 28 percent (more than double) of 
the mortgages Issued in Ohio. Subprime loans account for 18 
percent of all outstanding Ohio mortgages currently held by the 
secondary market and other loan servicers. Despite representing 
less than one of five outstanding mortgages, subprime loans 
account for 70 percent of ail foreclosures.^ 

• The most common type of Ohio subprime mortgage is a "2/28" 
loan. These loans are sold with low initial "teaser rates" that are 
fixed for the first two years. Beginning in year three, the 
interest rate increases as often as every six months, so the 
monthly payment grows dramatically. Often, these loans are not 
underwritten to anticipate the inevitable rate escalation. In 2007 
and 2008, roughly $14 billion of these 2/28 subprime loans are 
going to reset in Ohio, impacting some 150,000 to 200,000 
mortgages. 


‘ Mortgage Bankers Association, National Delinquency Survey, Third Quarter 2006 
Data for the last 10 years was originally obtained from the Ohio Supreme Court and are 
republished in Policy Matters Ohio reports over the past several years. See: 
http;//www.policvmattersohio.org/Foreclosure_Grovwth_2006.htm 

^ The Subprime Market's Rough Road, " Wall Street Journal, 2/1 7/07. 

Home Mortgage Disclosure Act data - Reported subprime loans (generally considered an 
undercount) show that subprime increased from 16% of Ohio's mortgages in 2004, to just 
over 28% of the Ohio loan market in 2005. 

Mortgage Bankers Association, National Delinquency Survey, Third Quarter 2006 (most recent 
available). 

* "Losing Ground: Foreclosures in the Subprime Market and Their Cost to Homeowners, ” The 
Center for Responsible Lending, December 19, 2006. Figures from databases maintained by 
lending industry trade groups actually suggest that over $20 billion 2-28 subprime loans will 
reset in Ohio during 2007 and 2008. 
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• Many borrowers with 2/28s and other ARMs can't refinance or 
sell to avoid default because their property is not worth what is 
owed. All too often, their original mortgage was based on an 
inflated appraisal. In 2006, six of Ohio's eight major 
metropolitan areas experienced depreciating real estate values 
between 3.5 and 7.7 percent - well above the US average of 2.7 
percent.^ 


While the above numbers are staggering, what I see in my neighborhood is even 
more tragic. There are ten houses on my street. Five of them are currently vacant 
and, in most cases, are owned by the lender who made an abusive loan that the 
homeowner could not afford. My street is not unusual. You can walk up and 
down virtually any street in my neighborhood and you will find a similar situation. 


Obviously, the vacant houses have reduced the value of my home. While that is 
devastating by itself, what is more devastating is that I can’t allow my 
grandchildren to play outside because squatters, usually high on drugs, are now 
occupying some of these homes as they sit wide open. 

Today, organizations like ESOP are fighting an uphill battle to clean up their 
mess. We have written agreements with about a dozen lenders and servicers 
that allow us to serve as the middleperson between the homeowner and lender in 
order to help negotiate a workout to their problem loan. This year, ESOP is 
projected to assist about 700 families get out of foreclosure. While we are proud 

® First two sentences are based on reports of staff of foreclosure prevention projects around 
the state. Third sentence is from "National housing market declines, ” Cleveland Plain Dealer, 
2/16/07 based on home price data for 2006 from the National Association of Realtors. 
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of our efforts, Cuyahoga County is expected to see upwards of 15,000 
foreclosures in 2007. 

While some of these foreclosures are due to unforeseen economic hardships, the 
vast majority are the result of abusive lending. I am not saying that the regulated 
banks made these loans (though they did in many cases that ESOP sees). What 
I am saying, however, is that because the regulated banks were not adequately 
monitored by the regulators and held accountable to meet the credit needs of the 
entire community, they created a vacuum that allowed the unregulated lenders to 
penetrate my community. 

The banks and their lobbyists will tell you that the problem is a lack of financial 
education on the part of the consumer. While ESOP believes financial literacy is 
an important part of the foreclosure puzzle, it is not enough. Most of the people 
that come to ESOP already know they took out a bad loan. They didn’t take it out 
because they are uneducated. They took it out because the regulated banks 
weren’t making loans in our community. 

The banks and regulators will likely tell you that they have done their job. Ladies 
and gentlemen, if that is true, they should be fired. 
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ESOP sees this hearing as an important first step to changing the job description 
of the regulators and I wish to conclude by thanking Congressman Kucinich’s 
leadership on this issue and would be happy to take any questions. 
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Mr. Kucinich. Thank you very much for your testimony, Ms. An- 
derson. Mr. Bromley. 

STATEMENT OF CHARLES BROMLEY, ADJUNCT FACULTY, 
LEVIN COLLEGE OF URBAN AFFAIRS 

Mr. Bromley. My name is Charles Bromley. I’ve had an exten- 
sive, professional career including advocacy, research, and organiz- 
ing on the issue of fair lending, and I’m presently serving as ad- 
junct faculty at the Levin College of Urban Affairs, and I hope to 
contribute to the knowledge and academic role of regarding urban 
diversity and creating learning opportunities for those of us who 
seek a stronger and more vital community. Several weeks ago, the 
Ohio Fair Lending Coalition brought a challenge regarding the 
merger of the Huntington and Sky Banks, both Ohio lenders. The 
community awaits a response to challenge the Federal Reserve 
Bank, with a significant physical presence in Cleveland, housed on 
two city blocks in the heart of Cleveland’s financial district is re- 
viewing the challenge. The Federal Reserve Bank, is a formidable 
national historic landmark with an impressive pink and sienna 
marble facade within its hollowed walls has a 100-ton vault door, 
the largest in the world, which protects the massive bank vault. 

Cleveland is fortunate to have one of the regional Federal Re- 
serve Banks. Unfortunately, the political presence of the Federal 
Reserve Bank has not matched its physical presence in tackling the 
persistent problems of discrimination and lending, and the most re- 
cent crisis is predatory lending that has affected every community 
in Cuyahoga County. The rich history of the Federal Reserve Bank 
and the Renaissance architecture remind life-long Clevelanders of 
one of its many jewels. 

In 1973, having graduated from the Levin College of Urban Af- 
fairs with a masters degree and working with the Cleveland 
Heights Community Congress, I embarked on a community re- 
search project with the League of Women Voters Community. We 
documented, by hand, and tracked and compared disparate lending 
patterns that exist between the city of Lakewood and the city of 
Cleveland Heights. 

Our research findings were substantial, and we submitted our 
study results to the Senate Banking Committee chaired by William 
Proxmire. Other researchers and community-minded individuals 
submitted similar study results, which led to the passage of the 
Home Mortgage Disclosure Act of 1975 and ultimately the Commu- 
nity Reinvestment Act of 1977. 

The Ohio Fair Lending Coalition filed the action against Hun- 
tington/Sky Bank’s merger and many colleagues said to us, why 
bother? The Federal Reserve Bank will do anything for the commu- 
nity. We reminded them that following the passage of the 14th 
amendment after the Civil War, it took our country until 1954, in 
the Brown decision, to recognize the importance of the equal pro- 
tection clause. Similar issues and obstacles presented themselves 
relative to the Home Mortgage Disclosure Act and the Community 
Reinvestment Act. Now, these acts represent important tools for 
our communities and cannot be dismissed as unimportant. 

HMDA data that was once transparent has been transformed 
into an online nightmare that no individual citizen can easily com- 
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prehend. It’s imperative that the Federal Reserve Bank make this 
data transparent and easily available to community groups who 
would use this data. 

The Federal Reserve Bank has only conducted one study in 1992, 
conducted by the Federal Reserve Bank of Boston, to examine the 
relationship between race and credit scores. It is time for the Fed- 
eral Reserve Bank of Cleveland to undertake such a study and de- 
termine what role race plays in the declination of prime credit. 
They have the resources, the knowledge and data to carry this out 
expeditiously. 

It has been over 30 years since the Federal Reserve Bank held 
a public hearing in Cleveland. The wealth-robbing activities of 
lenders has exacerbated predatory lending problems in commu- 
nities, not only in historically underserved city neighborhoods, but 
in encroaching first-ring suburbs, which leaves a trail of impover- 
ishment and debt. 

During the years since the last public hearing. Greater Cleveland 
has been devastated by high-cost loans and predatory lending. At 
each hearing on proposed legislation to curb the effects of predatory 
loans at the State level, and the multitudes of meetings that oc- 
curred in Greater Cleveland, the important leadership of the Fed- 
eral Reserve Bank has been missing. 

The President of the Federal Reserve Bank of Cleveland has 
been absent from all public discourse on this issue. At the hearings 
on anti-predatory lending law in Columbus, OH, at the countless 
summits on predatory lending, and the numerous meetings leading 
up to creation of the Cuyahoga County Foreclosure Prevention Pro- 
gram, the highest office of the Federal Reserve Bank was absent. 
It is significant that in the 2006 Annual Report, the current presi- 
dent of the Federal Reserve Bank of Cleveland highlighted the im- 
mense cost that concentrated poverty has placed on this commu- 
nity. 

There is little doubt that predatory lending has put at risk bil- 
lions of dollars of real estate for Greater Clevelanders. 

For more than a decade many civil rights advocates pressed for 
changes in lending practices that would have been an antidote to 
the explosion of predatory lending. The Metropolitan Strategy 
Group, a nonprofit which I led, documented this and presented this 
information. 

A proposed statement on subprime lending. For the last decade, 
the Federal Reserve Bank in Cleveland has not been at home. The 
private dining rooms of the Federal Reserve Bank have been filled 
with lenders while the community has been outside, looking in, try- 
ing to determine if someone will open the door to hear from those 
among us who have been devastated in the community. The litany 
of abuse is well documented. 

First and foremost, there must be a discussion of no document 
loans or liar loans. The Federal Reserve Bank regulators had a 
moral and legal responsibility to stop this behavior the second that 
these indiscretions were documented, along with other loan prod- 
ucts that damage communities, and they should not have waited 
until, “a crisis in mortgage markets.” It’s well known that the Fed- 
eral Reserve Bank holds the highest regard for its examiners who 
review safety and soundness. 
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These values are represented for all to see with two larger-than- 
life statues, one entitled Security and the other entitled Integrity. 
Sculpted in New York City, they guard the main entrance of the 
Federal Reserve Bank on East 6th and Superior. These statues are 
a symbol of trust that the community instills in the Federal Re- 
serve Bank. 

One commentator, Eddy Ross, said recently in the Dayton Daily 
News, these agencies, bank regulatory agencies, have enormous 
power, direct and indirect, over the financial services market. They 
could set the tone. By ag^essively and creatively pushing lending 
institutions to offer credit in lower and middle-income commu- 
nities — including by enforcing the Community Redevelopment 
Act — they could have given consumers a reasonable alternative to 
the predators by beefing up the Home Mortgage Disclosure Act, 
regulators, could have given policymakers and police agencies real- 
time data about who was making predatory loans and where and 
what actions could be taken. 

It’s time to revive an honest debate about these issues as the 
Greater Cleveland community attempts to resurrect its housing 
market and its financial institutions. The mighty facade of the Fed- 
eral Reserve Bank needs to be matched with a new political will 
to take on difficult issues related to disinvestment and predatory 
lending in Cuyahoga County. It’s time to knock on the door and 
find out that somebody is home and that public hearings will occur. 
Thirty years is too long to wait. It is now time to act. 

William Proxmire was fond of saying about lenders, he said, the 
former chairman said, I asked myself how is it that so many neigh- 
borhoods are continuing to fail while so many lending institutions 
are continuing to pass. I hope that we can move ahead and have 
a hearing in Cleveland and get the truth out about lending. 

[The prepared statement of Mr. Bromley follows:] 
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My name is Charles Bromley My extensive professional career has included 
advocacy, research, community organizing, local, state and national work on fair housing, 
leadership of the first agency to document the relationship between foreclosures and 
predatory lending, and leadership in documenting unfair lending practices and their 
impact on Greater Cleveland neighborhoods. Currently, as adjunct faculty at the Levin 
College of Urban Affairs, a Presidential Scholar in the SAGES Program at Case Western 
Reserve University, and the Chair of the Ohio Fair Lending Coalition, I contribute 
knowledge in the academic world regarding urban diversity and create learning 
opportunities for those who seek a stronger, more vital community. 

Several weeks ago, the Ohio Fair Lending Coalition brought a challenge forward 
regarding the merger of Huntington and Sky Banks, both Ohio lenders. The community 
awaits a response to this challenge. The Federal Reserve Bank, with a significant physical 
presence in Cleveland-housed on two city blocks in the heart of Cleveland’s financial 
district, is reviewing the challenge. The Federal Reserve Bank is a formidable national 
historic landmark, with an impressive pink Sienna marble fa 9 ade and within its hallowed 
walls is the original 100 ton vault door, the largest in the world, which protects the 
massive bank vault. Cleveland is fortunate to have one of the regional Federal Reserve 
Banks. Unfortunately, the political presence of the Federal Reserve Bank has not matched 
its physical presence in tackling the persistent problems of discrimination in lending, and 
the most recent crisis in predatory lending that has affected every community in 
Cuyahoga County. The rich history of the Federal Reserve Bank and the Renaissance 
architecture remind life long Clevelanders of one of its many jewels. 
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In 1973, having just graduated from the Levin College of Urban Affairs with a 
masters degree and working for the Heights Community Congress, I embarked on a 
community research project with the Cleveland Heights-University Heights League of 
Women Voters. Our effort involved collecting data, which we documented by hand to 
track and compare disparate lending patterns that existed between the City of Lakewood 
and the City of Cleveland Heights. Our research findings were substantial and we 
submitted our study results to the Senate Banking Committee, chaired by William 
Proxmire (D-Wisconsin). Other researchers and community minded individuals 
submitted similar study results, which lead to the passage of the Home Mortgage 
Disclosure Act of 1975, and ultimately, the Community Reinvestment Act of 1977. 
Voices from concerned communities throughout the United States were strong and they 
were heard. 

When The Ohio Fair Lending Coalition filed the action against the Huntington- 
Sky Banks merger, many colleagues said to us, “Why bother? The Federal Reserve Bank 
will not do anything for the community.” We reminded them that following the passage 
of the Fourteenth Amendment, after the Civil War, it took our country until 1954 to 
recognize the importance of the equal protection clause. Similar issues and obstacles 
presented themselves relative to the Home Mortgage Disclosure Act and the Community 
Reinvestment Act. Now, these Acts represent important tools for our communities and 
cannot be dismissed as unimportant. 

HMDA data that was once transparent has been transferred into an online 
nightmare that no individual citizen can easily comprehend. It is imperative that the 
Federal Reserve Bank make this data transparent and easily available to community 
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groups who would use this data. The Federal Reserve Bank has only conducted one study 
in 1992, conducted by the Federal Reserve Bank of Boston, to examine the relationship 
between race and credit scores. It is time for the Federal Reserve Bank of Cleveland to 
undertake such a study and determine what role race plays in the declination of prime 
credit. They have the resources, knowledge, and data to carry this out expeditiously. 

It has been over 30 years since the Federal Reserve Bank held a public hearing in 
Cleveland. The wealth robbing activities of lenders has exacerbated predatory lending 
problems in communities, not only historically underserved city neighborhoods, but 
encroaching first ring suburbs, which leaves a trail of impoverishment and debt. During 
the years since the last public hearing. Greater Cleveland has been devastated by high 
cost loans and predatory lending. At each hearing on proposed legislation to curb the 
effects of predatory loans at the state level, and the multitudes of meetings that occurred 
in Greater Cleveland, the important leadership of the Federal Reserve Bank has been 
missing. The president of the Federal Reserve Bank of Cleveland has been absent from 
all public discourse on this issue. At the hearings on anti predatory lending law in 
Columbus, Ohio, at the countless summits on predatory lending, and the numerous 
meetings leading up to creation of the Cuyahoga County Foreclosure Prevention 
Program, the highest office of the Federal Reserve Bank was absent. It is significant that 
in the 2006 Annual Report, the current president of the Federal Reserve Bank of 
Cleveland highlighted the immense cost that concentrated poverty has placed on this 
community. There is little doubt that predatory lending has put at risk billions of dollars 
of real estate equity (wealth) for Greater Clevelanders. 
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For more than a decade, many Civil Rights Advocates pressed for changes in 
lending practices that would have been an antidote to the explosion of predatory lending. 
The Metropolitan Strategy Group, a nonprofit which I led, documented problems with 
subprime refinancing in minority neighborhoods. The explosion of foreclosures that we 
currently see in Greater Cleveland had its genesis with a Federal Reserve Bank that was 
unwilling and unable to lead the fight against predatory lending. It is only now that the 
Federal Reserve Bank is issuing “a proposed statement on subprime mortgage lending.” 
For the last decade, the Federal Reserve Bank in Cleveland, has not been at home. The 
private dining rooms of the Federal Reserve Bank have been filled with lenders while the 
community has been outside, looking in, trying to determine if someone will open the 
door to hear from those among us who have been devastated in the community. The 
litany of abuse is well documented. 

First and foremost, there must be a discussion of no document loans or liar loans. 
The Federal Reserve Bank regulators had a moral and legal responsibility to stop this 
behavior the second that these indiscretions were documented, along with other loan 
products that damaged communities, and they should not have waited until the “crisis in 
mortgage markets.” It is well known that the Federal Reserve Bank holds in highest 
regard bank examiners who review safety and soundness of lenders. 

These values are represented for all to see with two larger-than-life statues-one 
entitled Security and the other Integrity, sculpted by Henry Hering of New York City, 
which guard the main entrance of the Federal Reserve Bank on East 6th Street in 
downtown Cleveland. These statues are symbols of trust that the community instills in the 
Federal Reserve Bank of Cleveland. Currently, the debate in the media continues. One 
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commentator, Eddie Roth, editorial writer of the Dayton Daily News has written over 
seventy editorials on the subject. 

In Eddie Roth’s recent editorial in the Dayton Daily News, he wrote, “These 
agencies [Bank Regulatory Agencies] have enormous power — direct and indirect — 
over the financial services market. They could set the tone. By aggressively and 
creatively pushing lending institutions to offer credit in the lower- and middle-income 
communities (including by enforcing the Community Redevelopment Act), they could 
have given consumers a reasonable alternative to the predators. By beefing up the Home 
Mortgage Disclosure Act, regulators could have given policymakers and police agencies 
real-time data about who was making predatory loans and where — so action could be 
taken before it was too late. But the regulators did little. What little they did, they took 
their time doing. Some high officials wrung their hands and made lofty speeches.” 

It is time to revive an honest debate about these issues as the Greater Cleveland 
community attempts to resurrect its housing market and its financial institutions. The 
mighty fafade of the Federal Reserve Bank needs to be matched with a new political will 
to take on difficult issues related to disinvestment and predatory lending in Cuyahoga 
County. It is time to knock on the door and find out that somebody is home and that 
public hearings will occur. Thirty years is a long time and the public debate and open 
hearings are long overdue. 

While Ohio has been subject to significant national publicity regarding 
foreclosures and sub prime lending, regulators, such as the Federal Reserve Bank and the 
Office of the Controller of the Currency, have given carte blanche to bank mergers. The 
recently deceased Senator William Proxmire (D) Wisconsin, and former chairman. 
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Committee on Banking, Housing, and Urban Affairs, was fond of saying, “"And I ask 
myself, how is it that so many neighborhoods are continuing to fall, while so many 
lending institutions are continuing to pass?" 

I also wish to add to my statement the comments from Kathy Broka, Executive 
Director of the Toledo Fair Housing Center and the Northwest Ohio Development 
Agency (NOD A), members of the Ohio Fair Lending Coalition. 

As the CEO of two non-profit groups that are dedicated to helping people in our 
area with discrimination rmd lending in housing, I have been concerned with the pattern 
of our banks declining commitment to low to moderate income families in our 
community. Subprime lending grew in a natural response to this pattern. While some 
sup prime products allow borrowers to become homeowners who would otherwise not 
qualify, the lack of regulation in the industry leads to unscrupulous lending practices that 
drain any equity and lead to disastrous effects on the borrower and the surrounding 
community as well. 

Analysis has been conducted in the Toledo area and the patterns of lending and 
foreclosures as well as other metropolitan areas in Ohio. The patterns in Toledo and 
Lucas County match the demographic patterns of Cleveland and Cuyahoga County, 

It is discouraging to see the commercial messages that the lenders are trying hard 
to establish relationships with customers while we watch them abandon all efforts to 
reach out in any effective way to underserved areas. Into this void, payday lenders and 
subprime lenders confidently march with all the investment money they need to remove 
what small amounts of equity those citizens have managed to obtain. Often this wealth 


7 



48 


stripping leads to situations where homes are vastly over appraised and lead inexorably to 
a painful foreclosure. 

In one instance a borrower came to with us with a first and second mortgage. The 
first mortgage was taken out for $93,000, a home equity loan was subsequently made for 
$10,000. We ordered an appraisal to get an indication of the true market value of the 
home. It was appraised at $69,000 (county tax record value = $66,100). In this case, a 
lender offered her a loan when her first loan exceeded the market value of her home by 
35%. The borrower’s debt to value at this point stands at 150%! This is the type of 
situation only a subprime, indeed only a predatory subprime lender could arrange 
purposefully. 

The lack of any effective CRA enforcement corresponds to the absence of federal 
regulators that, in prior years, made regular visits to out offices to get a sense of what is 
happening with the regulated lending industry in our community. 

Northwest Ohio Development Agency (NODA) and the Fair Housing Center 
strongly urge federal regulators to enforce the promise of CRA to keep prime lenders 
active in the entire community. 

Thank you for this opportunity. I would be pleased to answer questions that 
members of this committee may have. 
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Mr. Kucinich. Thank you very much, Mr. Bromley. We’ll be 
moving quickly to questions of the first panel. For those who have 
just joined us, the definition of terms is very important here. We’re 
talking about prime loans. We’re talking about the standard loan 
given to a borrower with a good to excellent credit rating. 
Subprime loans are higher interest rates often with financial pen- 
alties and are made for people who are often deemed to be higher 
risk. 

Also, there’s evidence that this committee is looking at that Afri- 
can Americans are more likely to have subprime loans even if their 
financial information would justify a prime loan. These loans are 
often made by affiliates of banks specializing in subprime loans, 
and there are frequently abusive practices associated with these 
loans and including at the appraisal level or no-document loans. I 
just want to make sure that as we proceed here, that everyone un- 
derstands the terms of the discussion. 

Let’s begin with questions of the first panel. Would Mr. Issa like 
to ask the questions first. 

Mr. IssA. I’d be glad to. 

Mr. Kucinich. Thank you. Please go ahead. 

Mr. Issa. Thank you, Mr. Chairman. This is sort of — when you 
see bipartisan, this is a great example of it. 

Well, you covered a lot, and I appreciate you doing it. Ms. Ander- 
son, you’ve been nationally — your organization has been nationally 
recognized for intervening in the process in order to renegotiate or 
to save failing loans. Could you tell us, in a sense, how many loans 
that you discover are savable through intervention out of the total? 

In other words, we look at the failed rate in Cleveland, which 
you’ve helped reduce, but when we’re looking at intervention — and 
to be honest, grants and funding for organizations to help with peo- 
ple who have gotten over their head, what percentage can you say 
in your experience? 

Ms. Anderson. Well, let me answer a couple ways. First of all, 
it’s been very successful, and one of the reasons has been because 
of the relationship that develops after the partnership is made. 

ESOP has been able to, as I’ve said before, go into partnerships 
with the ones that we deal with such as a Litton, such as an Aquin 
[phonetic]. Because of that partnership and the relationship, they 
are more willing to negotiate or to help, not just predatory loans, 
but also hardship loans. And, so, yes, well over 70 percent are able 
to be negotiated, some kind of negotiation where it is possible to 
save. 

Mr. Issa. And you brought up a good point that I’d like to follow- 
up on. Because of Cleveland’s economy, when you break those 
down, can you give us a feeling for how many, that you may recall, 
is the direct result of predatory lending and how many you would 
say are hardship? People have lost their jobs or they’ve lost a good- 
paying job, and now one or both members are working for less. 

Ms. Anderson. I would say that the impact of losing jobs has 
had a devastating effect, which you well know. And if you’re al- 
ready in a predatory loan, even that predatory loan that you may 
have been able to afford while you had that good job by making 
other sacrifices, that once you get into a predatory loan and lose 
your job, then it becomes even more complicated. 
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There is — depending on the lender, there is a higher amount 
with some lenders, maybe even of 50 percent, 60 percent, are hard- 
ship loans. While some lenders, 80 and 90 percent of them are 
predatory lending. 

Mr. ISSA. It pretty much depends on how aggressive the broker 
was that sold the packages? 

Ms. Anderson. Yes, it does. 

Mr. IsSA. Mr. Bromley, HB185, which has now been signed into 
law, how much of an effect do you believe it will have in the future, 
stemming future incidents the way we’re seeing here? 

Mr. Bromley. Well, I think all laws — I mean, it’s like the Com- 
munity Reinvestment Act. It depends upon how well it’s enforced, 
how effectively, how comprehensively. You know, we have a State 
law here to prevent, you know, predatory activity. And I have 
found over the years that when you put a law in a book, you better 
be sure that you’re going to enforce the law and make sure that 
it occurs. 

We have had some wonderful things, and we documented early 
on in this crisis that 70 percent of the people going in foreclosures 
had problems with predatory characteristics in their mortgages. It 
was well known, well documented. There are an abundance of laws. 
I mean, it’s a question of enforcing those laws and speaking out in 
a way that makes sure that these laws are effectively enforced 
throughout the community. 

Mr. IssA. I guess I’ll switch to one of the authors of the bill. I 
was interested because HB185, if enforced, Mr. Rokakis, I assume 
you believe will dramatically reduce this. 

Mr. Rokakis. It will. As you know though, 185 is the lame duck 
session between the election of the new Governor and the end of 
that term was, in my opinion, gutted by 117. But the damage pro- 
vision was limited so substantially, that I really feel it took away 
from the enforceability of the strength that 185 might have had. 
Certainly, putting fiduciary duties on brokers and licensing, all 
very important, but what was so unsettling to us is that 117, we 
really feel gutted it, and, of course, it’s in limbo now because there 
was that period of time this Governor vetoed this. It was a 10-day 
layover. They’ve sued it for the Ohio Supreme Court. So, it’s un- 
clear as to what 185’s standards are, though the attorney general 
is going forward as if it’s in full effect. 

Mr. IssA. And the followup, and sometimes we call this the 
punch, assuming that 185, if left ungutted and implemented, would 
have really changed the lay of the land going forward, particularly 
as to enforcement of mortgage brokers, lending policies, criminal 
sanctions and so on, assuming that’s all true, then when we’re 
weighing — I’ll just be a second, Mr. Chairman. Thank you. 

If we’re weighing the Fed, who will be up here next, and what 
we expect them to do, and Ohio’s effective or ineffective, but belief 
that they can respond, they can regulate as Federal officers, 
wouldn’t it be reasonable to say that you should send 185 back 
through, put the teeth in it, enforce it and clean up the act unique 
to Ohio’s problems so that you will not be in a catchall of what 
works in California being what you get told to do here in Ohio, 
which, by the way, as now a Californian, I know won’t work. The 
regulatory needs are undoubtedly different here in Ohio. I don’t be- 
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lieve you have walk-away loans. In California you can walk away 
from your mortgage, not go bankrupt and no one chases you. We 
have non-recourse loans. 

And so as an Ohioan moved to California, I’ll close and say, in 
a sense, isn’t it the important thing to come out of this hearing, 
that if Ohio can’t make 185 a proper enforcement reality, that your 
legislation needs to pick it back up, put teeth in it and bring it 
back through if Ohio’s going to have a custom solution for them- 
selves? 

Mr. Rokakis. I agree. I think we have to partner in this. And as 
you know, one of the comments made by Chairman Bernanke was 
that unfortunately this is a patchwork quilt. So, we can’t do this 
alone. Clearly, we can’t expect the Fed to do all of this. 

But, unfortunately, and I hate to be such a cynic. I’ve spent 
many an afternoon traveling to the Ohio Legislature. 

The power of the mortgage broker industry, the power of the 
mortgage bankers, the appraisers, the people that are all integral 
parts of this not so pleasant situation have incredible power at that 
legislature, and I’ve watched them — and time after time — 2002 is 
a good example. Cleveland, Dayton and Toledo said nobody is going 
to help us. We’ll do it on our own. You know, within 60 days they 
preempted those three cities, they promised action, 11 meetings, 63 
witnesses, no action came until 2006 only because it was an elec- 
tion year, then they started to gut it 3 months later. Forgive me 
for being a cynic, but I’ve spent too much time in Columbus. 

Mr. ISSA. Thank you, Mr. Chairman. 

Mr. Kucinich. Thank you very much, Mr. Issa, my colleague 
from California. This discussion that you’re having with Mr. 
Rokakis, since we do have a member of the legislature in the audi- 
ence, State Representative Foley, and if there’s any other members 
of the legislature in the audience, I would ask that you let the staff 
know, because this is certainly a discussion that is relative to your 
level. 

We’ve also been joined by Congresswoman Tubbs Jones’ rep- 
resentative, Mr. Taylor. Would you stand and be recognized. Let 
Congresswoman Tubbs Jones know that she has our love and sup- 
port at this time. We know that she would be here except for this 
tragedy in her family. So, thank you, Michael Taylor, for being able 
to represent Congresswoman Tubbs Jones. And, finally, I want to 
acknowledge the presence of another mayor that’s in the room. 
Mayor Thomas O’Grady, of North Olmsted. 

I’d like to move on to questions, and I’d like to go to this question 
of public hearing, Mr. Bromley, that you raised. What’s your under- 
standing of the purpose of holding public hearings? And, generally 
speaking. I’m not talking about a specific case now with respect to 
merger reviews. 

Mr. Bromley. Well, it’s an opportunity. The Community Rein- 
vestment Act has a mechanism that allows the public to comment 
on a proposed merger of lenders, and the public hearing is part of 
that process where the public, meaning individuals, community 
groups such as Barbara’s, can comment on the impact of a merger 
on a community. 

Mr. Kucinich. And when was the last time a hearing was held 
by the Cleveland Fed. 
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Mr. Bromley. 30 years ago. 

Mr. Kucinich. How would you explain that 30 years have passed 
without a public hearing. 

Mr. Bromley. I think that this Federal Reserve Bank decided 
after one hearing that they were never going to have another hear- 
ing in Greater Cleveland, that it was unfortunate, and that the 
weight, as Jim has indicated, the weight of the lenders weighed in 
and said we are not going to have any more public exposure to 
these kind of issues. And the result has been 30 years of silence 
in the public square, and the public square needs to have a vigor- 
ous dialog in the Democratic institution. 

Mr. Kucinich. Mr. Rokakis, you quoted from Chairman 
Bernanke, and, of course, you’re aware that last week he promised 
that the Fed is going to do all, “We’ll do all we can to prevent fraud 
and abusive lending and to ensure that lenders employ sound un- 
derwriting practices.” 

Now, preventing a reoccurrence of the problem is very important, 
but what efforts should be made and what role will the Fed play 
in solving the problem of foreclosures for existing homeowners. 

Mr. Rokakis. Mr. Chairman, I also read their statements urging 
banks and mortgage companies throughout the company to cooper- 
ate in workout efforts. I’m a part of the Governor’s task force that’s 
putting together a State-wide network to help try to work through 
this foreclosure morass. As you know, September of this year and 
next year we’re going to see an explosion of these subprime ARMS 
resetting, about $20 billion worth in this State. So, we’re going to 
see more foreclosures than we’ve already seen, which is hard to be- 
lieve. 

But I think what’s important is that we must find a way, the 
Fed, the Congress, we have to bring these lenders to the table 
early. They say they want to work out these loans, and I know they 
have with ESOP and we have a foreclosure effort here, but until, 
as an industry, they set up practices that offer uniform solutions, 
it’s going to be a one by one by one by one hand-to-hand combat 
on renegotiating millions of mortgages. 

Mr. Kucinich. Well, since you’re on the Governor’s task force, of 
course, you know the stock market has taken a notice of the rising 
in cost in subprime loans has helped to reduce the amount of cap- 
ital available for future predatory lending. 

Of all the conferences and guidance from the Fed, can you point 
to anything that the Fed has done to prevent the bad loans from 
being made? Are you aware of any? 

Mr. Rokakis. No. Other than the statement of those last week 
urging the banks to cooperate on workout efforts, but it was noth- 
ing more than an invitation to do so. 

Mr. Kucinich. Mr. Bromley, are you aware of any of this. 

Mr. Bromley. I’m not aware of any, and at this level of the cri- 
sis — that’s the point about the Cleveland Fed. The Cleveland Fed 
is very aware of what’s been going on in Ohio and specifically here 
in Greater Cleveland. I think they have played a very important 
role in lifting this issue up. 

Mr. Kucinich. Thank you. I’d like to ask Ms. Anderson, because 
you’re working at the community level, tell this committee about 
the impact of people in the neighborhood where you have all these 
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homes boarded up — and you’re still living there and you have a 
home there. 

Ms. Anderson. That’s right. 

Mr. Kucinich. I talked to some people yesterday, but I’d like you 
to tell the committee, how does this affect people. People put time 
and effort into their property to try to keep it up, and, all of a sud- 
den, a house gets boarded on the street. 

Ms. Anderson. It’s not just devastating to just the people who 
live there, but especially to the children. I mean, you play with 
these people, you work with people, you talk with people. They be- 
come your neighbors, and then, all of a sudden, in the middle of 
the night they’re gone, and several days later the house is boarded 
up, trash is sitting outside and it’s not as though it’s moved. This 
is your window every day, is that you go out to see these vacant, 
abandoned, boarded-ofif homes that just devastates the entire com- 
munity. It’s heart breaking. It’s an uphill battle. 

We have had many community groups go door to door to try to 
make a difference with our painting on the houses, as you saw yes- 
terday, Mr. Kucinich. We have people there now who are cleaning 
up the property, who are sweeping. We have people from Habitat 
who volunteered their time today who are doing that. It is a never- 
ending battle. You can only clean up so much. It’s like trying to 
clean up America and all you have is a staff of four. 

Mr. Kucinich. I want to thank the members of the panel, and 
just ask my colleague, Mr. Issa, when we look at California, and 
your having an understanding of both Cleveland and California, is 
it possible that it’s only working in California because the housing 
level right now, and that might also be related to the lending prac- 
tices and also — you know, yesterday over on, I think, it was 
Blanche Avenue I saw a house that was appraised for like $68,000, 
and there’s no way that this house was worth that much. 

Now, it’s boarded up, but when it was first bought, it was 
$68,000. And I’m wondering, you know, when you have an eco- 
nomic decline that’s undercut, does that have an impact. 

And could it be that there’s a housing level in California that’s 
not here?. 

Mr. IsSA. Mr. Chairman, you’re exactly right. Actually, if any- 
thing, we probably have more predatory loans in California because 
you buy a house, you pay $300,000 for a starter home in some Cali- 
fornia communities, and 2 years later you take another $100,000, 
$150,000 out in a second because the appreciation has been that 
great. A typical capital investment in 2000 in California doubled by 
2005, doubled. 

So — and when you start with a base of $2, $3, $4, $500,000 on 
what we as Clevelanders would call a middle class home, and $190 
to $200 for that base housing, just for what we would call afford- 
able housing, and then it doubles. What happens is the mischief 
that these mortgage brokers — and they sprung up out of nowhere 
unregulated in California — were able to do was amazing. The only 
thing keeping California going is, first of all, you can sell your 
house and get out today because they still appreciated it, and, two, 
to be quite candid, we have an incredibly low unemployment rate 
in most of California that is holding it up. It’s not that we don’t 
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have some cracks in the subprime mortgage programs. It’s just that 
it’s so much smaller because we have full employment. 

Mr. Kucinich. And I suppose it’s fair to say that, you know, God 
forbid that there was an economic decline in California, but if there 
was an economic decline, you would probably see some problems. 

Mr. ISSA. The financial landslide, when you’re looking at homes 
that cost so much more, will ripple throughout the country. It’s one 
of the reasons that your hearing here is so important, is as does 
Cleveland, maybe not so goes the rest of the country. But if what 
we see here, because of a doubling or so of a historically low unem- 
ployment were to happen in California, the default rate would be 
in the hundreds of billions of dollars, and it clearly would have an 
effect on the national economy. 

Mr. Kucinich. See, I think that having Congressman Issa here 
is so important because we’re looking at kind of the parentheses of 
this matter. You know, Cleveland, with a tremendous wave of fore- 
closures, State of Ohio, with the economic decline, California with 
a housing bubble, crisis rising, it’s really great that we can do this 
together. 

We want to thank the first panel for testifying. Any additional 
statements that you have or information by the unanimous consent 
of the committee is able to be submitted to the record. Thank you 
for being here, and we’re now going to move to the second panel, 
Ms. Sandra Brauns tein, who is the Director of the Division of Con- 
sumer and Community Affairs for the Federal Reserve. I want to 
thank her for being here. 

Ms. Braunstein, good morning. 

Ms. Braunstein. Thank you. 

Mr. Kucinich. I want to thank you very much for being here. I 
want to introduce, to those who are in attendance, Ms. Sandra 
Braunstein. She is the Director of the Division of Consumer and 
Community Affairs at the Board of Governors of the Federal Re- 
serve System. She supervises the board’s Community Reinvestment 
Act Examination Program and coordinates the development of pol- 
icy recommendations relating to consumer protection including the 
Community Reinvestment Act. She also plays a significant role in 
analysis and merger and acquisition applications. She was ap- 
pointed in March 2004 and joined the Federal Reserve Board in 
1987. 

Ms. Braunstein, it is the policy of the Committee on Oversight 
and Government Reform to swear in all witnesses before they tes- 
tify, and I would ask you at this moment to rise and to raise your 
right hand. 

[Witness sworn.] 

Mr. Kucinich. Thank you, witness. Let the record reflect that 
the witness answered in the affirmative. 

Now, as panel 1, I’m going to ask Ms. Braunstein to give an oral 
summary of her testimony, to keep this summary under 5 minutes 
in duration, and I want you to bear in mind that your written 
statement will be included in the hearing record. So, at this point, 
the floor is yours, and I want to welcome you to this subcommittee 
hearing. 
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STATEMENT OF SANDRA BRAUNSTEIN, DIRECTOR, DIVISION 

OF CONSUMER AND COMMUNITY AFFAIRS, FEDERAL RE- 
SERVE SYSTEM 

Ms. Braunstein. Thank you. Chairman Kucinich, Ranking Mem- 
ber Issa, I appreciate this opportunity to appear in Cleveland to ad- 
dress a number of issues that are of interest to you and your con- 
stituents. My written testimony describes the Federal Reserve Sys- 
tem’s role in evaluating the bank’s performance under the Commu- 
nity Reinvestment Act, how the Federal Reserve analyzes applica- 
tions from banking organizations proposing mergers or acquisition 
and discusses a number of matters relating to subprime mortgage 
lending. 

I would now like to make a few major points on these issues. As 
you may know, the Federal Reserve has supervisory authority for 
State-chartered banks that are members of the Federal Reserve 
System. These institutions total approximately 900 banks and rep- 
resent 12.4 percent of total domestic assets of all U.S. banks and 
thrift. In Ohio, the Federal Reserve has supervisory authority, in- 
cluding conducting examinations for CRA for 33 banks comprising 
of only 6 percent of banking assets in Ohio. 

The Federal Reserve also has responsibility for expansion appli- 
cations for State-member banks and banking financial holding com- 
panies. During our analysis, we review the competitive effects of 
the proposal in the relevant markets, the financial and managerial 
resources and future prospects of the bank holding company, and 
its banking subsidiaries, the convenience and needs of the commu- 
nities affected. The public is notified when applications are filed 
and interested parties may comment on any of the statutory fac- 
tors. 

Promoting the availability of credit through the banking system 
and protecting consumers are important roles for the Federal Re- 
serve. In regards to these objectives, I will address the subprime 
mortgage lending. The subprime market has grown dramatically 
over the past decade. In 1994, subprime loans accounted for fewer 
than 5 percent of mortgage originations, but by 2006 about 20 per- 
cent of new mortgage loans were subprime. 

While the expansion of the subprime mortgage market over the 
last decade has increased access to credit, the market has more re- 
cently seen increased delinquencies and foreclosures. The board is 
troubled by these performance issues and understands the signifi- 
cance of the matter to regional markets, communities and families. 

The board believes that mortgage market problems need to be 
addressed in a matter that curves unfair and abusive practices 
while preserving incentives for responsible subprime lenders. 

Accordingly, it is important that any actions we take are well 
calibrated and do not have the unintended consequences. We want 
to encourage, not limit, mortgage lending to qualified borrowers our 
responsible lenders. 

I will briefly touch on several means we have used and are using 
to address subprime lending issues. First, over the past several 
years the Federal Reserve System has monitored development in 
the subprime lending industry and has taken steps to address 
emerging problems. In response to weaknesses in underwriting and 
risk management at the institutions we supervise, we have issued 
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guidance in concert with other Federal hanking agencies. This in- 
cludes the recent proposed guidance on subprime lending. 

Second, in 2001 the board revised the HOEPA rule in response 
to renewed concerns about predatory lending. In this rulemaking, 
the board utilized its authority to prohibit unfair and deceptive 
practices for high-cost loans. For example, the board issued rules 
that prohibit a HOEPA lender from refinancing one of its own 
loans with another HOEPA loan, or flipping, within the first year 
unless the new loan is within the borrower’s interest. At the same 
time the board revised the rules implementing the Home Mortgage 
Disclosure Act to better track developments in the higher-priced 
market. 

The board is currently conducting a major review of Regulation 
Z, which implements the Truth in Lending Act of which HOEPA 
is a part. The board held four public hearings in 2006 on home eq- 
uity lending and mortgage markets. On June 14th the board will 
hold a fifth public hearing focussed on how the board might use its 
rulemaking authority to curve abusive lending practices in the 
home mortgage market, including the subprime sector. 

Third, the board is actively engaging representatives from the 
mortgage lending, servicing and capitalization arena as well as 
from borrower and community support organizations to learn about 
opportunities for borrower intervention and foreclosure mitigation. 
And, fourth, collaborations to further community development. 
Consumer and financial education have long been a part of the 
Federal Reserve System’s approach to facilitate solutions to mat- 
ters that may be most effectively addressed in a local or regional 
level. In my written testimony, I discuss some of the efforts of the 
Federal Bank of Cleveland in this regard. 

The impact of mortgage delinquency and foreclosure on consum- 
ers and communities is of great concern to the Federal Reserve, 
and we have worked to respond to the issue in both the national 
and regional levels. We will continue to pursue opportunities to 
help borrowers and to preserve the access to responsible lending. 

[The prepared statement of Ms. Braunstein follows:] 
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Chairman Kucinich, Ranking Member Issa, and members of the Subcommittee, I 
appreciate this opportunity to appear in Cleveland to address a number of issues that are of 
interest to you and your constituents. In my comments, I will describe the Federal Reserve 
System’s role in evaluating banks’ performance under the Community Reinvestment Act (CRA), 
how the Federal Reserve analyzes applications from banking organizations proposing mergers or 
acquisitions, and matters relating to subprime mortgage lending. 

As you may know, the Federal Reserve System has supervisory authority for state- 
chartered banks that are members of the Federal Reserve System. These institutions total 
approximately 900 banks and represent 12.4 percent of total domestic assets of all U.S. banks 
and thrifts. In Ohio, the Federal Reserve has supervisory authority for 33 banks, comprising 
roughly 6 percent of banking assets in Ohio. Federal Reserve examiners evaluate and rate these 
banks for safety and soundness, compliance with banking laws and regulations— including those 
for consumer protection— and for performance under the CRA. 

As Director of the Division of Consumer and Community Affairs at the Board, I oversee 
staff who have responsibility for the consumer compliance and CRA examination program, and I 
coordinate the process of developing policy recommendations to the Board relating to consumer 
protection laws and regulations, including the CRA. The Consumer and Community Affairs 
Division participates in the Board’s analysis of merger and acquisition applications by state- 
member banks and bank holding companies by assessing the applicants’ records of serving the 
convenience and needs of their communities. “Convenience and needs” analysis includes 
reviewing the institution’s record of performance with respect to CRA. We also review its 
compliance with consumer protection laws and regulations, including fair lending. 
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The Division also engages in consumer education and research efforts and oversees the 
Federal Reserve Banks as they undertake community development and other outreach activities 
in lower-income and traditionally underserved markets. Each of the Reserve Banks have 
Community Affairs Officers (CAO) who are actively engaged with local and regional 
organizations to identify and address financial services needs in lower-income neighborhoods 
and among low- and moderate-income individuals. The CAO of the Federal Reserve Bank of 
Cleveland, for example, has been a leader in developing collaborative groups to address 
predatory lending, provide foreclosure intervention, and enhance financial education 
programming. 

CRA Examinations 

You have asked that I speak about the Community Reinvestment Act. The CRA applies 
to insured banks and savings associations and thrifts, but not to companies that own these 
institutions. It affirms that federally insured banks and thrifts have an obligation to help meet the 
credit needs of the entire communities they serve, including low- and moderate-income 
neighborhoods, in a safe and sound manner. Under the CRA, it is the responsibility of the 
federal financial supervisory agencies to evaluate the performance of institutions under their 
jurisdiction in meeting this obligation. Neither the statute nor the agencies’ regulation specifies 
how depository institutions are to fulfill their obligation to meet the credit needs in the 
communities they serve. Instead, the statute directs the federal supervisory agencies to assign a 
rating of Outstanding, Satisfactory, Needs to Improve, or Substantial Noncompliance to describe 
an institution’s performance. The regulations prescribe the method for assigning an institution’s 
rating. Currently, about 12 percent of all banks and thrifts examined for CRA have an 
Outstanding rating, 87 percent have earned a Satisfactory rating, and less than .5 percent are 
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assigned either Needs to Improve or Substantial Noncompliance. These ratings are public, as are 
the Performance Evaluations prepared by the examining agency that describe the banks’ CRA 
performance using both data and qualitative descriptions. 

The agencies’ CRA regulations specify that institutions of different sizes will be subject 
to different types of examination. For depository institutions with assets over $1,033 billion, the 
CRA examination consists of a lending test, an investment test, and a service test. Under the 
lending test, an institution’s practices in lending to low- and moderate-income people and 
neighborhoods are evaluated on both quantitative and qualitative factors and the outcome is 
weighted to count for 50 percent of the institution’s overall CRA rating. Investments benefiting 
low- and moderate-income neighborhoods are assessed and services to the entire community, 
including low- and moderate-income individuals and neighborhoods, are reviewed. Each 
account for 25 percent of the bank’s overall rating. Examiners also weigh the innovativeness of 
a bank’s community development lending, investment, and service programs and activities. 

Banks and thrifts with assets of $1,033 billion or less are subject to a somewhat different 
examination. Those with assets of between $258 million and $1,033 billion are designated as 
intermediate small institutions and are evaluated on their record of lending in low- and moderate- 
income areas and to lower-income people in the institutions’ assessment area. A community 
development test is also included in the review of such institutions. This criterion is designed to 
encourage institutions to engage in a range of community development lending, investment, and 
services but provides flexibility in determining the volume and mix of these activities. The 
institutions that are highly rated are responsive to needs and opportunities within their 
assessment areas in ways that are consistent with their capacity and business strategy. 
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Small institutions— those with less than $258 million in assets— are evaluated primarily on 
their lending performance in their communities, including low- and moderate-income areas and 
populations. Given their more limited capacity and resources, small institutions are not expected 
to engage in the more complex community development activities. 

During the CRA examination, a bank or thrift’s performance is assessed within the 
context of factors such as overall economic conditions in the area and the degree to which there 
are community development activities in which an instimtion can participate. This performance 
context recognizes that while depository institutions have an affirmative obligation to meet the 
credit needs of the communities in which they are chartered, they must engage only in activities 
that are safe and sound. 

The community has a role in the CRA examination process as well. The public can offer 
comments on an institution’s CRA performance and those comments are available to anyone 
who requests them. Examiners, of course, review the public comment file and take it into 
account when evaluating an institution’s overall CRA performance. Comments from the public 
are also taken into account when a banking institution submits an application to its regulator to 
expand through an acquisition or merger with another institution or to increase the number of its 
branches. 

Let me now turn to the application review process and how the Federal Reserve considers 
a bank’s record of meeting the credit and banking needs of the communities it serves. 

The Applications Function 

As directed by the Bank Merger Act and the Bank Holding Company Act, the Federal 
Reserve takes into account a number of factors when it reviews applications for expansion. 

These include the competitive effects of the proposal in the relevant markets; the financial and 
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managerial resources and future prospects of the bank holding company and its banking 
subsidiaries; and the convenience and needs of the communities affected. The public is notified 
when applications are filed and interested parties may comment on any of the statutory factors. 
Sometimes members of the public, advocacy organizations, and other interested parties comment 
in order to “protest” applications when they have concerns that the outcome might be diminished 
services to communities. In fact, it is not uncommon for the Federal Reserve to receive several 
hundred comment letters as part of the applications process when large banking organizations are 
involved. Substantive comments are always given a high degree of consideration in the 
evaluation of the proposal. 

In evaluating a banking application that is the subject of a protest, Federal Reserve staff 
consider the entire supervisory record of the institutions involved in the proposed transaction. 
Applications are evaluated on a case-by-case basis, but in every instance the following 
information is taken into account: 

• CRA and compliance examination reports; 

• CRA record of lending to small businesses and small farms as well as Home Mortgage 
Disclosure Act (HMDA) data reported by the financial institution; 

• Recent actions taken to improve CRA and/or compliance performance weaknesses; 

• Enforcement actions, and/or any identified fair lending referrals or investigations; 

• Comments submitted by interested parties and the financial institution’s response to those 
comments; and, 

• Any additional information requested by the Federal Reserve from the applicant to 
complete the record or to address concerns raised by the public. 
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The Federal Reserve holds public meetings to gather input from the community when 
information cannot be effectively obtained from written comments, other sources, or supervisory 
processes. Of the thirteen public meetings held since 1990, two involved banking institutions 
active in the Ohio regional banking market: Banc One Corporation’s acquisition of First Chicago 
in 1998 and the application for JPMorgan Chase to acquire Bank One Corporation in 2004.' 
Transcripts of all public meetings held since 1998 are available on the Federal Reserve Board’s 
website. 

In some cases, financial institutions have made lending and/or service commitments to 
private organizations, such as community groups, to address the needs of the affected 
communities. The Board views the enforceability of pledges, initiatives, and agreements with 
third parties as matters outside the scope of the CRA, and neither the CRA nor the federal 
banking agencies’ CRA regulations require depository institutions to make pledges or enter into 
commitments or agreements with any organization. An applicant must demonstrate a 
satisfactory record of performance under the CRA without reliance on plans or commitments for 
future action. Therefore, the Federal Reserve System does not track performance of private 
commitments between financial institutions and interested third parties. Of course, any 
commitments made to the Board for specific actions or improvements are monitored through 
appropriate follow-up. 

Since 1988, there have been more than 13,500 applications for the formation, acquisition, 
or merger of bank holding companies or state-member banks reviewed by the Federal Reserve 
Board. Over this time, twenty-five of these applications have been denied, with eight of those 
failing to obtain Board approval involving unsatisfactory consumer protection and community 

' At the time of this application, Bank One Corporation had moved its headquarters from Columbus, Ohio, to 
Chicago, Illinois. 
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needs issues. The low incidence of applications that have not received regulatory approval may 
be due to the fact that institutions seeking to expand their operations are typically in sound 
financial and managerial condition and have good supervisory records. Management of 
applicant institutions has generally recognized the benefit that strong community investment and 
relations programs offer. In addition, the supervisory and public scrutiny that the CRA brings 
has prompted many banks to create specialized CRA business units within their organizations. 
The few cases in which the Board has denied an application on CRA grounds have sent an 
unmistakable message that it is crucial to have a satisfactory record of CRA performance before 
applying to expand. Institutions likely understand that the Board will not allow promises of 
future corrective action to substitute for inadequate current performance. 

I should note that those who comment often express concern that a bank merger or 
acquisition will diminish competition and thus reduce access to banking services and/or increase 
the cost of those services. Maintaining robust and competitive banking markets is a critical 
objective in the Federal Reserve’s review of banking applications. Staff economists evaluate the 
likely competitive effects of the proposed transaction in all affected banking markets and assess 
the impact of the proposed transaction pursuant to well established quantitative measures of 
banking market concentration. 

An examination of these measures in both metropolitan and non-metropolitan areas in 
Ohio since 1990 reveals that Ohio banking markets are less concentrated than the national 
average, suggesting that the level of banking competition in Ohio markets is generally greater 
than in many other communities across the country. In addition, it is worth noting that although 
the average number of banks operating in metropolitan areas of Ohio has declined somewhat 
over the past fifteen years, the number of battking offices per person has been quite stable and 
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has remained well below the national average. In non-metropolitan communities in Ohio, the 
average number of banks has remained relatively stable over the same time period and is above 
the national average, while the average number of banking offices per person has been fairly 
stable and close to the national average. These data suggest that, on average, the banking 
markets in Ohio are at least as competitive as those in other parts of the country, and, over the 
past fifteen years, there has been no significant decline in competition or consumer access to 
banking offices in Ohio banking markets. 

Subprime Mortgage Lending 

As you can see from these comments, promoting the availability of credit through the 
banking system is an important part of the Federal Reserve’s statutory mandate. Another part of 
the Federal Reserve’s responsibilities involves consumer protection, and it is in that role that I 
would like to address subprime mortgage lending. As you know, the term “subprime” is used to 
designate loans to borrowers with minimal or blemished credit records or who may present other 
factors that suggest an elevated degree of credit risk. In recent years, the subprime market has 
grown dramatically because of advances in credit scoring and underwriting technology, which 
enables lenders to charge different botrowers different prices on the basis of calculated 
creditworthiness. These loans are recognized by the higher prices they carry, which reflect the 
subprime lender’s decision to seek additional compensation for the credit risk they incur. In 
1 994, fewer than 5 percent of mortgage originations were subprime, but by 2006 about 
20 percent of new mortgage loans were subprime. 

As the overall mortgage market has grown, many new lenders and distribution channels 
have developed and most of those are outside the direct jurisdiction of the federal banking 
agencies. A review of data provided by mortgage lenders pursuant to the Home Mortgage 
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Disclosure Act reveals that lenders that are not subject to oversight by a federal banking agency 
originated just over half of the higher-priced conventional mortgage loans reported in 2005. In 
Ohio, nearly 47 percent of all higher-priced conventional loans were originated by independent 
lenders, while in the City of Cleveland 66 percent of higher-priced conventional mortgage loans 
were extended by independent lenders that do not fall under the jurisdiction of the federal 
banking agencies. 

While the expansion of the subprime mortgage market over the last decade has increased 
access to credit, the market has more recently seen increased delinquencies and foreclosures, 
partly as a consequence of broader economic conditions, including rising interest rates and 
slowing house price growth. This increase has also called into question the practices of some 
lenders, with concerns ranging from imprudent underwriting standards to abusive lending 
practices and even fraud. While recent growth in serious delinquencies and foreclosures appear 
to be predominately in the subprime market, which at 14 percent of all loans is a relatively small 
percentage of all outstanding mortgage loans, the Federal Reserve System understands the 
significance of the matter to regional markets, communities, and families. 

Analysis reveals that the majority of subprime foreclosures relate to adjustable rate 
mortgages (ARM). These loans are often characterized by a rate that will adjust periodically-as 
frequently as every six months for some products. In times of rising interest rates, borrowers can 
be subject to significant increases in their payments. When housing prices are appreciating, 
borrowers with ARMs can cope with payment increases by refinancing the loan, or, in some 
cases, selling their homes at a gain. In 2006, however, mortgage interest rates hit four-year 
highs, the volume of home sales declined, and the rate of house price appreciation slowed. In 
some markets, home prices fell. In a rising rate environment, even borrowers with enough equity 
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to refinance their ARMs may face difficulty finding a new loan with affordable payments. Most 
recently, an unusually large number of subprime loans have defaulted shortly after origination. 

In many of these “early payment defaults,” borrowers stopped making payments, presumably 
knowing that they would be unable to meet their ongoing mortgage obligation. This suggests that 
in 2006 some lenders may have lowered their underwriting standards to maintain volume as 
borrower demand slackened. The rapid expansion of subprime lending in recent years and 
generally rising house values may have led lenders, investors, and ratings agencies to 
underestimate risks, particularly since they had limited data with which to model credit risk 
posed by new borrowers or novel mortgage types. A number of lenders have already been 
forced out of the subprime market, in part because of the wave of early payment defaults on 
mortgages they originated. 

Ill-suited loan products or terms are not the only factors that contribute to financial 
difficulty for borrowers. There can be numerous trigger events-such as the loss of a job, a 
medical crisis, or divorce-that can undermine homeowners’ capacity to fulfill their mortgage 
obligation. The financial impact of these unfortunate life circumstances is magnified when the 
leveling or depreciation of housing prices results in a debt obligation exceeding the value of the 
property. When confronted with both difficult individual financial circumstances and broader 
economic challenges, homeowners may be unable to refinance their debt or sell their home to 
pay off the mortgage. 

As you know, Ohio has experienced delinquency rates on subprime mortgage loans at a 
higher rate than the national average for the last two years and has one of the highest foreclosure 
start rates in the country. Unfortunately, this state has seen a confluence of factors that have 
made mortgage borrowers more vulnerable to delinquency and foreclosure, as Ohio reports a 



68 


- 11 - 

lower rate of housing appreciation than the national average, unemployment rates that exceed the 
national average, and a somewhat higher level of subprime mortgages than the national average. 

The issues surrounding each mortgage delinquency or foreclosure vary, as does the 
solution that is best for helping a particular borrower. Thus, loss mitigation and foreclosure 
intervention efforts typically involve customized assistance in order to devise remedies 
appropriate to the situation. Fortunately, many community leaders, government officials, and 
lenders across the country are now collaborating to develop approaches and protocols to help 
borrowers who are experiencing mortgage delinquencies avoid foreclosure. 

Federal Reserve Activities in Response to Mortgage Lending Concerns 

The Board believes that mortgage market problems need to be addressed in a way that 
addresses unfair and abusive practices while preserving incentives for responsible subprime 
lenders. A robust and responsible subprime market is beneficial to consumers, allowing 
borrowers with non-prime credit histories or those without a credit history to become 
homeowners, utilize the existing equity in their homes, or have the flexibility to refinance their 
loans as needed. Accordingly, it is important that any actions we take are well calibrated and do 
not have unintended consequences. Constricting the market and returning to a situation where 
some borrowers have very limited access to credit is not acceptable and reduces the flexibility of 
individuals and communities. We want to encourage, not limit, mortgage lending to qualified 
borrowers by responsible lenders. 

Over the past several years, the Federal Reserve System has monitored developments in 
subprime lending and has taken steps to address emerging problems. Among those steps are 
issuance of regulatory guidance in concert with the other federal banking agencies to address 
weaknesses in underwriting and risk management at the institutions we supervise; revising 
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regulations to address concerns about abusive practices; and publishing materials to help 
consumers make informed mortgage credit decisions. The Board has also been actively 
engaging representatives from the mortgage lending, servicing, and capitalization arena, as well 
as from borrower and community support organizations, to leam about opportunities for 
intervention and foreclosure mitigation. The remainder of my comments provides additional 
information about these initiatives. 

Supervisory Guidance 

The federal regulatory agencies have the ability to issue supervisory guidance to address 
their concerns in a relatively expeditious manner and with greater flexibility than rules. 
Guidance is a tool to signal areas of practice that will receive scmtiny during examinations. 
Over the last fifteen years, the agencies have issued guidance involving depository institutions' 
and their affiliates’ real estate lending standards and practices to address supervisory concerns 
that emerged as a result of an evolving mortgage lending market. Since the early 1990s, the 
agencies have required these institutions to establish and maintain comprehensive, written real 
estate lending policies that are consistent with safe and sound banking practices. Supervisory 
guidance has also underscored the need for the underwriting standards of depository institutions 
and their affiliates to reflect all relevant credit factors, including the capacity of the borrower to 
adequately service the debt. 

Expanded Subprime Guidance 

In 2001, an expansion of Interagency Guidance on Subprime Lending, which was 
originally issued in 1999, addressed essential components of a well-structured risk-management 
program for subprime lenders. The expanded guidance emphasized that lending standards 
should include well-defined underwriting parameters such as acceptable loan-to-value ratios, 
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debt-to-income ratios, and minimum acceptable credit scores. It also addressed concerns about 
predatory or abusive lending practices, such as making unaffordable loans based on the assets of 
the borrower rather than on the borrower’s ability to repay an obligation; inducing a borrower to 
refinance a loan repeatedly (“loan flipping’’); or engaging in fraud or deception to conceal the 
true nature of the loan obligation, or ancillary products. The guidance cautioned institutions that 
higher fees and interest rates, combined with compensation incentives, can foster predatory 
pricing or discriminatory practices. 

Guidance on Unfair or Deceptive Acts or Practices 

In March 2004, the Board and the FDIC issued guidance on Unfair or Deceptive Acts or 
Practices (UDAP) to state-chartered banks. The guidance is based on long-standing Federal 
Trade Commission policy statements that have been applied by courts. The UDAP guidance 
outlines strategies for banks to use to avoid engaging in unfair or deceptive acts or practices, to 
minimize their own risks and to protect consumers. Among other things, the guidance focuses 
on credit advertising and solicitations, loan servicing, and managing and monitoring creditors’ 
employees and third-party service providers. 

2006 Guidance on Nontraditional Mortgage Product Risks 

In 2006, the Federal Reserve and the other federal banking agencies issued the 
Interagency Guidance on Nontraditional Mortgage Product Risks (NTM Guidance). The NTM 
guidance covers loans such as interest-only loans and payment-option ARMs, including those 
with the potential for negative amortization. The NTM guidance highlights sound underwriting 
procedures, portfolio risk management, and consumer protection practices that institutions 
should follow to prudently originate and manage nontraditional mortgage loans. A major aspect 
of this guidance is the recommendation that a lender’s analysis of repayment capacity should 
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include an evaluation of the borrower’s ability to repay debt by final maturity at the fiilly indexed 
rate, assuming a fully amortizing repayment schedule. The guidance also reminds institutions 
that they should clearly communicate the risks and features of these products to consumers in a 
timely manner, before consumers have applied for a loan. 

Proposed Guidance on Subprime Mortgage Lending 

In March 2007, the agencies issued a proposed Statement on Subprime Mortgage 
Lending. This proposed guidance is directed at ARM loans targeted to subprime borrowers and 
includes ARMs that are fully amortizing. The proposed guidance provides that lenders should 
use the same qualification standards as the NTM guidance, It emphasizes the added dimension 
of risk when subprime ARM products are combined with other features such as simultaneous 
second lien loans in lieu of a down payment, or with the use of underwriting that involves little 
or no documentation of borrowers’ income or assets. The proposal differs from earlier guidance 
in that it highlights the need for lenders to underwrite based not only on principal and interest but 
also on taxes and insurance. The proposal indicates that lenders should inform consumers of the 
need to budget for taxes and insurance payments if escrows are not required. 

This proposed subprime guidance would apply to all depository institutions, to their 
subsidiaries, and to non-depository affiliates. To protect borrowers in the portion of the 
subprime market that is outside the purview of the federal banking agencies, and to ensure a 
“level playing field” for depository institutions and independent mortgage companies, we 
coordinated the development of the proposed guidance with the Conference of State Bank 
Supervisors (CSBS). (State-regulated independent mortgage companies originated slightly more 
than half of subprime loans, according to 2004 and 2005 HMDA data.) Once the guidance is 
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finalized, we understand that CSBS will strongly encourage the states to adopt similar guidance 
for state-regulated lenders. 

Statement on Working with Mortgage Borrowers 

Most recently, the agencies issued a policy letter to the industry encouraging financial 
institutions to work with homeowners who are unable to make mortgage payments, underscoring 
that prudent workout arrangements are generally in the long-term interest of both the financial 
institution and the borrower. Examples of constructive workout arrangements include modifying 
loan terms, and/or moving borrowers from variable-rate loans to fixed-rate loans. Bank and 
thrift programs that transition low- or moderate-income homeowners from higher-cost loans to 
lower-cost loans may also receive favorable consideration under the CRA. The policy letter also 
urges borrowers who are unable to make their mortgage payments to contact their lender or 
servicer as soon as possible to discuss available options. 

Regulatory Actions 

In addition to guidance, the Board has used its rulewriting authority to address other 
aspects of concern within the mortgage lending market. 

HOEPA Rules 

In 2001, the Board revised the rules implementing the Home Ownership and Equity 
Protection Act (HOEPA) in response to renewed concerns about predatory lending. The revised 
rules became effective in 2002 and extended HOEPA’s protections to more high-cost loans. 

They strengthened HOEPA’s prohibitions and restrictions, including by requiring that lenders 
generally document and verify a consumer’s ability to repay a high-cost mortgage loan. In 
addition, the new rules addressed concerns that high-cost loans were “packed” with credit life 
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insurance or other similar products that increased the loan’s cost without providing 
commensurate benefit to consumers. 

To increase protections for consumers, the Board extended the prohibitions against unfair 
or deceptive practices for HOEPA loans and revised the rules to prohibit a HOEPA lender from 
refinancing one of its own loans with another HOEPA loan (“flipping”) within the first year, 
unless the new loan is “in the borrower’s interest.” In addition, the Board prohibited creditors 
from evading HOEPA’s requirements and consumer protections for closed-end loans by 
documenting the transaction as an “open-end” line of credit when it does not qualify, because 
there is no expectation of repeat transactions under a reusable line. 

These revisions addressed cases where the Board determined that it could write “bright- 
line” rules defining an unfair or deceptive practice. Because a determination of unfairness or 
deception depends heavily on the facts of an individual case, the Board has not issued other rules 
under this provision. However, the Board has undertaken a major review of Regulation Z, the 
implementing regulation for the Truth in Lending Act (TILA), of which HOEPA is a part. 

During this review, the Board will determine if there are opportunities to further address issues 
related to HOEPA loans. 

The Board’s Review of Mortgage Disclosures Under Regulation Z 

With the objective of ensuring that consumers get timely information regarding credit 
transactions in a form that is readily understandable, the Board will study alternatives for 
improving both the content and format of disclosures for mortgage loans, including revising the 
model forms published by the Board. As a general matter, in crafting regulations, the Board 
seeks to gather as much information as possible by conducting outreach to the industry, 
consumer groups, consumers, regulators, and other interested parties. We use research and 
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survey data, consumer focus groups, and consumer testing to learn how consumers use and 
process information about financial services. After regulatory proposals have been published, 
we obtain input through the public comment process. In addition, we obtain input from the 
Board’s Consumer Advisory Council, comprised of representatives from consumer and 
community organizations, financial institutions, industry trade groups, academics, and state and 
local officials from across the country. 

At times, the Board also holds public hearings, as it has under HOEPA, to gather 
information about the subprime mortgage market. During the summer of 2006, four HOEPA 
hearings considered (1) predatory lending and the impact of the HOEPA rules and state and local 
anti-predatory lending laws on the subprime market; (2) nontraditional mortgage products such 
as interest-only mortgage loans and payment-option ARMs, and reverse mortgages; and (3) how 
consumers select lenders and mortgage products in the subprime mortgage market. 

A fifth HOEPA hearing in June will be used to gather information on how the Board 
might use its rulemaking authority to curb abusive lending practices in the home mortgage 
market, including the subprime sector. 

In considering how to improve disclosures for ARMs and other alternative mortgage 
products under TILA, the Board will conduct extensive consumer testing to determine what 
information is most important to consumers, when that information is most useful, what wording 
and formats work best, and how disclosures can be simplified, prioritized, and organized to 
reduce complexity and information overload. The Board will use design consultants to assist in 
developing model disclosures that will be effective in communicating information to consumers. 
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Based on its review of Regulation Z, the Board will revise Regulation Z within the 
existing framework of TILA or, if it determines that useful changes to the closed-end disclosures 
are best accomplished through legislation, it will inform the Congress. 

The regulatory review process is necessarily complex and takes time. So, in the interest 
of providing improved information to consumers sooner rather than later, the Board, in 
partnership with the Office of Thrift Supervision, recently revised the Consumer Handbook on 
Adjustable Rate Mortgaees (CHARM booklet) to include additional information about 
nontraditional mortgage products. The CHARM booklet is an effective means of reaching 
consumers because creditors are required to provide a copy of the booklet to each consumer 
when an application for an ARM is provided. 

Consumer Education and Community Engagement 

Consumer education efforts have been another important component of our response to 
concerns in the subprime lending market. The Board has sought to increase consumer awareness 
of the risks of nontraditional mortgage loans by providing consumers with information, both in 
print and on the web, on adjustable rate, interest-only, and payment-option mortgages. We 
recently published a consumer education brochure titled: Interest-Onlv Mortgage Payments and 
Payment-Option ARMs— Are They for You? The brochure is designed to assist consumers who 
are shopping for a mortgage loan. These informational brochures complement a host of other 
financial education resources that can be found at: www.federalreserveeducation.org . 

As I mentioned earlier, the Board has been actively engaging leaders of the various 
components of the mortgage lending industry, as well as community leaders, to learn about 
opportunities for loss mitigation and foreclosure intervention. In April, the Board, along with the 
other federal banking agencies, cosponsored a forum of secondary market participants to develop 
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a better understanding of the challenges in addressing delinquencies and mitigating foreclosures, 
such as the unintended consequences of contractual obligations among lenders, servicers, and 
investors. Currently, the Board is convening follow-up meetings with key market players to 
further identify strategies that may provide solutions for working with borrowers who are unable 
to meet their mortgage obligations. Engagement of private, public, and nonprofit sector 
participants is one way that the Federal Reserve seeks to work toward practical solutions for 
issues that may be beyond our supervisory reach. Collaborations to further community 
development and financial education have long been part of the Federal Reserve System’s 
approach to facilitate solutions to matters that may be most effectively addressed at a local or 
regional level. 

In addition, the Community Affairs Offices throughout the Federal Reserve System have 
been actively engaged in collaborations with local and regional government agencies, lenders, 
and nonprofit organizations to identify strategies to assist troubled mortgage borrowers. Many 
Reserve Banks have collaborated with NeighborWorks America® organizations in their districts. 
This national nonprofit organization, which has a Federal Reserve Board member serving on its 
board of directors, is dedicated to promoting and sustaining horaeownership, NeighborWorks 
America® has been on the front line in developing hotlines, counseling, and loan funds to help 
mitigate foreclosure in many communities throughout the country. Here in Ohio, the Federal 
Reserve Bank of Cleveland has been proactive in connecting with lenders, community leaders, 
government officials, and academics to help bring understanding to the issues and highlight best 
practices and resources for addressing mortgage delinquencies and foreclosures. The Reserve 
Bank is serving as a convener of government, financial institutions, and community-based 
organizations in assessing and addressing regional foreclosure issues. Among the events the 
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Reserve Bank has co-hosted was an Ohio Foreclosure Summit in 2005, which led to the 
introduction of the NeighborWorks 1-800 hotline in Ohio, and addressed issues of financial 
education, predatory lending, policy, regulation, and enforcement. In addition, the Reserve Bank 
helped organize and participated in a 2006 Ohio Foreclosure Summit in Toledo, Both summits 
included community, industry, and government representatives. Last year, the Federal Reserve 
Bank of Cleveland also hosted high-level panel presentations in their Cleveland and Pittsburgh 
offices so that representatives from lending institutions, nonprofit organizations, and local 
governments could present their concerns to senior Federal Reserve Bank officials. In addition, 
the Cleveland Federal Reserve convened financial education consortia in Dayton, Cincinnati, and 
Northeast Ohio that brought together providers and funders to help expand the reach and impact 
of the many financial education programs designed to help low- and moderate-income 
consumers. These consortia have created websites and directories of services and hosted 
meetings to share best practices. The website and directories are resource guides for residents 
and community-based organizations that they can use to find professional service providers to 
help them with basic money management and resolving difficult financial situations such as 
foreclosure. The Federal Reserve Bank is currently working on an analysis of data availability 
and gaps that exist in accurately tracking foreclosures within the district. The report explains the 
challenges that exist in assessing the scope and scale of the issue and barriers that exist due to 
lack of information. 

In closing, I would like to commend the local leaders and organizations that are 
collaborating in Ohio to develop creative programs to respond to their constituents’ needs. I had 
the opportunity to meet with several of them earlier this month, and benefited from their analyses 
of the issues and the strategies they are undertaking to support borrowers through rescue loan 



78 


-21 - 

programs, intervention and work outs, and financial education and counseling. As real estate 
markets are driven by local and regional dynamics, it is essential to have localized efforts that 
address the underlying problems, not just the symptoms, and to effectively reach individual 
borrowers to provide assistance in working through their financial crises and avoiding 
foreclosure. 

One of the many challenges that we confront in this environment is to address concerns 
regarding mortgage lending practices while preserving the flexibility necessary to allow lenders 
to help troubled borrowers by employing various foreclosure prevention strategies, including 
debt restructuring and refinance. Certainly, we all recognize the importance of preserving the 
record rate of homeownership, which is to the benefit of both consumers and the economy. And, 
a robust and disciplined subprime market is vital to ensuring continued progress in broad access 
to credit and homeownership. 
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Mr. Kucinich. I want to thank you, Ms. Braunstein, for being 
here to represent the Fed. 

Now, in your testimony you cite two public hearings. In your pre- 
pared testimony you cite two public hearings involving Ohio banks 
in the last 10 years. Now, for the record, will you state which Fed- 
eral Reserve Bank convened those hearings? 

Ms. Braunstein. Those hearings — actually, public hearings are 
convened by the board, and that’s one of the things that I wanted 
to correct a bit. There are a number of items you discussed in the 
first panel where the actual decisionmaking is in Washington as a 
board, not in the local Federal Reserve Bank. 

Mr. Kucinich. Weren’t those hearings held by the Federal Re- 
serve Bank that came out of Chicago. 

Ms. Braunstein. Those hearings were held in Chicago, yes. 

Mr. Kucinich. Thank you. Now, for the record, will you state the 
last time the Cleveland Fed held a public hearing on 

Ms. Braunstein. The last time we held a public hearing in 
Cleveland, it was in 1981. 

Mr. Kucinich. Would the staff correct the record? Is it not 1979 
or 1981? OK. Our information shows 1979. 

So, if you could provide this committee with information on the 
year, we would appreciate it. 

Now, can you explain, in any event, why so much time has 
passed without another public hearing? 

Ms. Braunstein. Well, first of all, we make decisions, the board 
makes decisions on public hearings, and there have been — since 
1990, there have been 13 public meetings related to applications. 

Mr. Kucinich. Not in the Cleveland area, though, right. 

Ms. Braunstein. Not in the Cleveland area. There’s been two in 
the Cleveland area, the one you keep referring to in 1979 and one 
in 1981. There have been — when we decide to hold a public meet- 
ing on an application, the reason we do that is because we cannot 
get sufficient information to make a decision on a case without 
holding the public meeting. 

Every application has a public comment process, and it’s not un- 
usual for us to receive hundreds of comments. 

Mr. Kucinich. In other words, if you feel you have sufficient in- 
formation, you don’t hold a public hearing. 

Ms. Braunstein. Correct. That is correct. 

Mr. Kucinich. So, all of these other mergers have taken place 
over the past 25 or so years, 27 to 30 years. You just didn’t need 
the extra information; is that what your position is. 

Ms. Braunstein. We did not feel we needed — in order to get 
what information we needed to make a decision, it was not nec- 
essary to hold a public meeting. 

Mr. Kucinich. Now, we’ve been hearing that important data 
maintained by the Fed pursuant to the Home Mortgage Disclosure 
Act is not easily useable even by skilled researchers. Is the Fed 
aware of the difficulties experienced by users of the Home Mort- 
gage Disclosure Act data, and when can we expect the Fed to in- 
clude the usability of this data. 

Ms. Braunstein. I know that the people who are in charge of the 
HMDA data work with consumers and community groups all the 
time to try to help them with this data. If there are specific prob- 
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lems associated with that, we would like to know about them, and 
we will see what we can do to address them. I’m not aware of spe- 
cific problems. 

Mr. Kucinich. Will you explain how such a high percentage of 
banks are receiving passing Community Reinvestment Act rates, 
maybe 97, 99 percent at the same time that one out of every five 
subprime mortgages originated in the past 2 years will end up in 
foreclosure? How can that happen. 

Ms. Braunstein. Well, first of all, over 50 percent of the 
subprime mortgages that are made, and even higher in Ohio, it’s 
in the 60 percent range, are made by independent mortgage compa- 
nies that are not federally regulated and, therefore, not subject to 
CRA, so that is one part of it. 

Mr. Kucinich. Have you 

Ms. Braunstein. And I know for the banks — I can only speak to 
the banks that we supervise. We have, as I mentioned, 33 banks, 
and in 2005 HMDA data our State-member banks made 17 high- 
cost loans. So, they are not engaged in subprime lending. 

Mr. Kucinich. Now, we know that there are financial institu- 
tions who have created secondary products in the subprime mar- 
kets, correct. 

Ms. Braunstein. Yes. 

Mr. Kucinich. So, if these financial institutions, you know, with 
whom you have oversight create those products, what stops the Fed 
from being able to monitor the creations of these financial institu- 
tions? Why would you not be able to do that. 

Ms. Braunstein. Well, it’s likely that the secondary market 
products may be created at the cooperate holding company level, 
and our responsibilities with regard to that are to make sure that 
those companies are safe and sound, and that is what we do. 

Mr. Kucinich. You don’t look at their practices. You don’t look 
at whether they’re 

Ms. Braunstein. Well, an affiliate of a holding company would 
not be subject to CRA, just the deposit. CRA applies to depository 
institutions only. And those are State-member banks, and, as I 
said, our State-member banks are not 

Mr. Kucinich. Here’s what I don’t get. You at the Fed, you’ve 
just told me that you don’t need to have these community hearings 
as long as you get sufficient information. That’s on one hand. On 
the other hand, you see an avalanche of defaults in the subprime 
housing market. 

Are you aware that’s happening? Are you aware of the level of 
defaults? 

Ms. Braunstein. We certainly are, and we’re taking, as I men- 
tioned, a number of steps to address that. Those — our applications 
process is somewhat separate and apart from what we’re doing in 
terms of foreclosures. 

Mr. Kucinich. Are you helpless to do anything about this ava- 
lanche of defaults? Because, see, here’s the problem that I have — 
and, Mr. Issa, this is something that motivates the cause of this 
hearing. We have people in the community who are really scream- 
ing out, crying out for help in getting recognition of the problem. 
If the Fed won’t hold hearings — and on the other hand you say, 
well, we have sufficient information. We don’t have to hold a hear- 
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ings. If you do not take responsibility for monitoring the activities 
of the subprime one way or another and you don’t hear from the 
people, you will not hear from the people because you say you have 
sufficient information, then how in the world, other than a hearing 
like this, would you ever get an opportunity? Will the people ever 
get an opportunity to be heard in neighborhoods that are falling 
apart because of this avalanche of foreclosures? Can you help us 
with that? 

Ms. Braunstein. We are monitoring the circumstances of fore- 
closures around the country, and we have taken several steps in 
that regard. We have issued guidance on non-traditional mort- 
gages. We have issued guidance on subprime lending. We have 
issued guidance to lenders in terms of doing workouts. We are 
heavily engaged in meeting with people both in consumer groups 
and industry people to talk about the problems that exist and how 
workouts can be done and how people can keep their homes. We 
are heavily engaged in a number of activities. 

And here locally the Federal Reserve Bank of Cleveland is heav- 
ily engaged in the community. They held a foreclosure summit in 
2005 and 2006 on a local basis, and they’re working in partnership 
with a lot of local community organizations on foreclosure mitiga- 
tion and education projects. 

So, we are heavily involved in activities around foreclosure, and 
it is a huge concern for us. We are doing what we can. 

We are examining our rulemaking to see if we can do something 
under HOEPA. We have already held four public hearings on this 
matter, and we are holding a fifth one on June 14th in Washing- 
ton, as I said, in particular to focus on unfair and deceptive borrow- 
ing. 

Mr. Kucinich. And are you also looking at these deceptive and 
sharp lending practices in the subprime mortgage industry so that 
neighborhoods, such as in Cleveland, OH, are not going to be 
crushed by these unfair practices? Are you looking at that. 

Ms. Braunstein. Yes. We definitely are looking at that, but the 
one thing that we all have to keep in mind is that we can write 
rules that can address some of these practices, but we are not the 
enforcement agency for most of the lenders. In fact, we have very 
little subprime lenders under our direct enforcement. That is done 
by other regulators. 

Mr. Kucinich. I want to go to Mr. Issa after this question. One 
of our witnesses today remarked that one of the failings of the 
Community Reinvestment Act is this, and this is a quote. If a bank 
purchases predatory loans, it may be fulfilling its obligation under 
the lending test. Similarly, a bank that purchases securities backed 
by predatory loans may be able to claim credit under the invest- 
ment test. In other words, the quality of a loan is not considered 
in the Community Reinvestment Act examination. Only where the 
loan was made large banks can own subprime lending affiliates to 
make predatory loans in low-income minority areas, and the bank 
can get rewarded under the Community Reinvestment Act. 

And in connection with the statement that you just made, how 
long is the Fed going to allow this twisting of the intent of the 
Community Reinvestment Act, and when is the Fed going to issue 
new regulations denying Community Reinvestment Act credits for 



82 


financing predatory loans and lenders? I would appreciate your an- 
swer. 

Ms. Braunstein. If we know that a bank is making loans that 
are predatory in nature, there will not be Community Reinvest- 
ment Act credit for those, and, in fact, we would look further into 
that. 

Mr. Kucinich. Mr. Issa, thank you very much. 

Mr. Issa. Thank, Mr. Chairman. I think you’ve gotten us off to 
a good start. I want to sort of stay on that same line. 

Let me characterize a little bit of what I’m hearing. Basically, 
you’re damned if you do and you’re damned if you don’t. If you, in 
fact, have to make these loans, but if you make these loans and 
they’re high risk and they default, then it’s your fault. And in your 
case, if I understand, Ms. Braunstein, that banks are not doing it 
directly. They’re doing it by impact. As you said, there were only 
17 loans made by banks in a direct relationship. 

But to the extent that we are holding both of these, I want to 
followup on something the previous panel, Ms. Anderson, said 
when a home is boarded up and the neighborhood goes down and 
there are one after another, these homes are owned by banks, and 
the bank is getting zero on them. 

So, I’m trying to understand, because you oversee banks, this is 
a huge hit to the banks who own these portfolios of non-performing 
purchases of portfolio, and, in fact, can’t even liquidate the underly- 
ing assets in some cases. So, on that $68,000 home that wasn’t 
worth $68,000, they get a goose egg, isn’t that, right? 

Ms. Braunstein. Yes. That would be — absolutely. I mean in our 
safety and sound examinations, if banks have large portfolios of 
loans that are defaulted, that is certainly going to impact them. 

Mr. Issa. The earlier panel, one of the things I didn’t followup 
with them, but it stuck in my mind, is that the vast majority of 
defaults are refies. So, it’s not the original mortgage on the home, 
but, in fact, a refinancing. Is that your understanding also? 

Ms. Braunstein. I think it’s more than half. My — I think my 
statistics are not quite what the panel had before. 

What we’ve heard in Ohio, I think from the HMD A data, it’s 
more like 60 percent are revised versus about 40 percent are pur- 
chase money in Ohio. 

Mr. Issa. So, I’m trying to understand this specifically for Ohio 
because, as you know, my heart is here even though my car is out 
in California. Now, it just works that way, everyone has to have 
cars in California. 

I find this interesting because if, in fact, you make these loans 
and then you have refies, then that means there was money taken 
out. Where did the money go? 

In other words, you had a performing loan and a loan that, when 
we’re looking back, went to being predatory, to use the term. I 
don’t like the term because the truth is some of these are high risk 
and some may be predatory, but when they went from being pur- 
chase money to being recollateralized as a second, is probably when 
these things tipped over. At least 60 percent of them might have 
tipped over being what the consumer couldn’t afford. 

But my question to you is, where did the money go? Where does 
typically that money go when they take it out? Does it go into the 
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stock market? Does it go into other areas or is it a result of con- 
sumer debt and other signs that when we look at the Fed chair- 
man’s role, he often speaks on. 

Ms. Braunstein. I don’t have statistics on that, but my guess 
would be that often times people are venerable and put into a posi- 
tion of refinancing because they have other obligations. 

Mr. IssA. So 

Ms. Braunstein. I doubt that people are doing this to invest in 
the stock market. It would be my gut feelings. I think it’s more 
likely that they have other debts that they’re trying to pay off. 

Mr. IssA. So, the 60 percent would be people who are in trouble, 
and in a sense it’s predatory, but it’s predatory on both sides. 
They’re slipping in toward bankruptcy. A refy lets them get some 
cooling off space for making a whole bunch of credit card loans, 
but, ultimately, they slip right back into it. 

Where would we get an understanding of that? Because obvi- 
ously, you know, earlier they talked about liar’s loans. I’ve always 
had a problem with calling liar’s loans predatory because I’m say- 
ing, wait a second. If you lie to get a loan, then who’s the victim 
when it goes into default? I’ve always felt that a liar’s loan was sort 
of over here with, wait a second, if you lie to get a loan, and then 
eventually you’re out of a house, and I’ve got a house that is upside 
down, and if I were a banker. I’m wondering who’s the victim here, 
and I think the bank is the victim in the case of liar’s loans. 

Ms. Braunstein. Those can go two ways. I will tell you one of 
the ways we can get information about questions you’ve asked are 
the four hearings that we held last year in 2006. And one of the 
things that we heard over and over again anecdotally was that the 
stated income loans — they can go two ways. It could be that a bor- 
rower will overinfiate their income. Yeah. They don’t have to docu- 
ment their income. 

It’s also where the broker or the lender may put the wrong num- 
ber in, and so in that case a borrower would be a victim. And we 
have heard anecdotally a lot of stories about the case where the 
borrower did not even realize the number that the lender was put- 
ting into the application. 

Mr. IssA. I know it may be a lot of work, but to the extent that 
you can, would you provide this committee with information you’ve 
gotten from those hearings that you think would be appropriate for 
our continued followup and also from your public comments? Be- 
cause as I understand, your public comments in a sense are open 
forum hearings. You can take 200, 300, 400 comments, where in a 
hearing like this today as we can all see, you’re only going to get 
a few people into a speech into an hour or 2-hour period. 

Ms. Braunstein. Absolutely. For each of the four hearings, as 
well as the fifth one on June 14th, there is a public comment proc- 
ess attached to that where we encourage people to write us and tell 
us comments on the issues. 

Mr. IsSA. Now, I’m going to close out with one that is near and 
dear to my heart. When I came to Congress, I came to one of my 
other committees, the Judiciary Committee, and we worked on 
bankruptcy reform my first, second and third term, and, finally, got 
it passed. And I think all of us know that anything that’s that hard 
to get passed, you didn’t get it all in. 
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When it comes to how the Fed — and I realize you probably won’t 
be able to give us a full answer today, but I would appreciate a 
supplement from your board and others that may be able to com- 
ment. In bankruptcy reform we really didn’t deal, if you will, with 
home ownership. In California, we call them cram downs. When, in 
fact, in a bankruptcy it is determined that a mortgage is not pay- 
able, the authority of the bankruptcy judge to view that and to 
view, for example, that a predatory event occurred, an event oc- 
curred that may have led to the inability to pay, etc., we didn’t deal 
with that. We sort of left the case law where it was to a great ex- 
tent. 

Well, at the same time we may be individual if they have the 
ability to pay for future revenues. So, when we looked at specifi- 
cally, bankruptcy, if a bankruptcy event occurs, can you give us 
your comments on things that maybe we should pick up legisla- 
tively that may empower the courts who ultimately, if they give 
debt relief and someone comes out of a bankruptcy still owning 
their home but at a different mortgage rate, etc., it tips the balance 
as to your institutions, could you give us whatever followup com- 
ments you feel are appropriate because I believe in light of a lot 
of what we’re seeing here, that we may be looking on the other 
comment at a bankruptcy reform affecting what happens to some- 
body that’s been a victim of predatory lending? 

Ms. Braunstein. We’ll have to get back to you on that because, 
frankly. I’m not prepared to discuss that at this point in time. 

Mr. ISSA. I understand. Thank you, Mr. Chairman. I yield back. 

Mr. Kucinich. I want to thank Mr. Issa. You know, in your dis- 
cussion you raised a couple of questions, and what I’d like to do is 
have a very short second round here. 

Mr. Issa. I love second rounds. 

Mr. Kucinich. If we may proceed. Do you think, Ms. Braunstein, 
that the guidance the Fed has issued has been adequate to the 
magnitude of the predatory lending crisis. 

Ms. Braunstein. I think that we still — it is too early. First of all, 
the non-traditional mortgage guidance has only been in effect for 
a few months, and the subprime guidance has not been finalized 
yet, so I think it’s too early to make that judgment. However, I will 
say that we have seen signs that even without final guidance, the 
markets are starting to self-correct in that we hear that underwrit- 
ing is being tightened. 

Ms. Braunstein. Well, it took a long time in the sense that there 
were a lot of people hurt, but most of the people who are having 
problems now received their loans in, some in 2005 and most in 
2006. 

Mr. Kucinich. OK. 

Ms. Braunstein. So, if you look at it that way, it’s not been a 
problem for years and years and years. 

Mr. Kucinich. Mr. Rokakis said something when he was testify- 
ing. Did you hear his testimony? 

Ms. Braunstein. Yes, I did. 

Mr. Kucinich. He raised some questions. He said that the Fed 
can ban no-document loans, but they have not. Is that true. 
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Ms. Braunstein. I think what Mr. Rokakis was referring to was 
our authority under HOEPA, and that is what we are looking at 
at this hearing. 

Mr. Kucinich. Is that true though, that you can ban no-docu- 
ment loans? Is that true. 

Ms. Braunstein. I guess technically we could, but I do need to 
qualify that, that in exercising our authority for unfair and decep- 
tive or banning practices, we are going to have to do some very 
careful study to look at the wider effects that we need to be well 
calibrated, so that we don’t end up in a situation where we’re re- 
stricting or constraining credit. 

Mr. Kucinich. He also said that you can ban loans that are not 
fully indexed to a borrower’s income. Is that true. 

Ms. Braunstein. Again, that would probably fall under — if it 
meets the definitions of unfair and deceptive, then that’s another 
part of the law that we are doing an analysis of, and so I don’t 
know if we could ban that or not. 

Mr. Kucinich. Well, he says that you can ban the practice 
known as risk layering where borrowers with the weakest credit 
are offered gimmicks to qualify them for loans, but you have not. 
Is that true. 

Ms. Braunstein. Again, we are looking at that, and I am not 
sure because in addition to wanting to be careful about how we 
calibrate bans or practices, the way the law is written, they need 
to meet the definition of unfair and deceptive, and these may not 
meet that definition. So, I can’t answer that at this point. These 
are things that we are looking at. 

Mr. Kucinich. Well, what I’d like you to do, I mean, in a follow- 
up, written answers to these questions. If you can’t answer them 
and elaborate right now, I can understand that because there’s a 
lot of things that are apparently in flux at the Fed relative to these 
questions. But Mr. Rokakis also said that you can require that all 
subprime loans provide for escrow taxes and insurance in their 
payments, but that you don’t. Is that true. 

Ms. Braunstein. Same answer as 

[The information referred to follows:] 
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BOARD DF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 

WASHINGTON, O. C. SOSSt 


SANDRA F. BRAUNSTEIN 
DIRECTOR 

DIVISION OF CONSUMER 
AND COMMUNITY AFFAIRS 


August 14, 2007 


The Honorable Dennis J. Kucinich 
Chairman 

Subcommittee on Domestic Policy 
Committee on Oversight and Government Reform 
House of Representatives 
Washington, DC 20515 

Dear Mr. Chairman: 

During ray appearance before your Subcommittee on May 2 1 , you asked me to provide 
additional information. I am pleased to enclose this information for inclusion in the record of the 
hearing. 

Please let me know if 1 can be of further assistance. 


Sincerely, 



Enclosure 
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Insert page 68. following line 1556 (Hearing of May 21, 2007) 
Sandra Braunstein subsequently submitted the following: 


You asked whether the Federal Reserve Board has the authority to han or require certain 
kinds of mortgage loans. Specifically, you asked whether the Board may ban loans 
where the borrower’s income is not documented, known as “no doc” loans; require 
lenders to make adjustable rate mortgage loans using a fully-indexed rate, rather than any 
temporarily discounted rate; require lenders to set up escrows for property taxes and 
homeowners insurance; and han loans made without regard to the borrower’s ability to 
repay. 

As I indicated in my testimony, the Board has authority under the Home Ownership and 
Equity Protection Act (HOEPA) to prohibit unfair or deceptive acts or practices in 
cormection with mortgage loans. There are established standards for determining when 
an act or practice is either unfair or deceptive. The Board must take those standards into 
account when it exercises its HOEPA authority. 

The Board is actively considering whether the practices you asked me about, as well as 
other mortgage lending practices such as prepayment penalties, are unfair or deceptive in 
at least some circumstances. These practices were the subject of a public hearing the 
Board held on June 14, where it heard testimony of state hanking and enforcement 
agencies, consumer advocates, industry representatives, and academics. Based on the 
facts the Board gathered through this hearing and by other means, the Board expects to 
propose new rules under its HOEPA authority later this year. 
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Mr. Kucinich. ok. Well, I think that this is a productive hearing 
if we can open up a discussion here with the Fed about the direc- 
tion that you need to take, because we’re not only looking at the 
forensics of this. We’re looking at where we are headed for the fu- 
ture. 

Ms. Braunstein. And can I say this. 

Mr. Kucinich. Sure. 

Ms. Braunstein. These were already things we are looking at 
under this authority. Some of those things, it may end up are bet- 
ter dealt with through guidance, and we have dealt with those 
issues in the subprime guidance that we have now out and that 
we’re finalizing. So, there’s a big difference between dealing with 
something in guidance and dealing with it in the rule. 

Mr. Kucinich. I understand that, and I also ask you to take note 
that while you’re calibrating these things, neighborhoods are fall- 
ing apart. We really need your help. 

And the one final question I have before I go back to Mr. Issa 
is this. Again, in your statement about public hearings, which, you 
know, there was an aspect of it that I found very troubling, you 
said, you know, you could get sufficient information. Mr. Issa point- 
ed out that you solicit comments. That’s good. But you still don’t 
have these public hearings for people here in the community. My 
question to you is, do you meet with bankers to discuss these 
issues? 

Ms. Braunstein. Are you talking about applications issues. 

Mr. Kucinich. No. I’m talking about the issues that you wouldn’t 
hold in a public hearing to talk to people in the community. Do you 
have meetings with bankers? 

Ms. Braunstein. We meet with a wide range of people. We meet 
with people from the industry. We meet with bankers. We meet 
with community organizations on a regular basis. 

Mr. Kucinich. The obvious reason why I raise that question is, 
I mean, people in the community would feel hurt if they felt that 
you wouldn’t meet with them, but you would meet with the bank- 
ers. And so I just want to appeal to the fairness of this process as 
we move forward. 

I thank you very much, by the way, for your testimony and now 
to Mr. Issa. 

Mr. Issa. Working with the chairman is a great deal of fun, and 
I’ve always liked his insight. Once in a while he gets mine and 
wonders where it came from. But, you know, the interesting thing 
is that I meet with the NRA and I meet with the Brady organiza- 
tion. I don’t hold a public hearing to see all the gunners come in 
and anti-gunners come in to tell me what they think. And, perhaps, 
I should, but I’ve had some pretty lively town hall meetings, so I 
try to stay off of some subjects. 

Mr. Kucinich. Maybe you should have that sign and say that 
you will check your guns at the door. 

Mr. Issa. I once had to have SWAT because I did an immigration 
reform hearing, and I now do those telephonically. 

But I want to close out my questioning for something that I hope 
the Fed can take an active role in, and that is modelling the ques- 
tion of the 80 versus the 20 . Today in this hearing so far what 
we’ve seen is that in the worst case, you’re going to have about 20 
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percent of these loans go south, at least, based on all the worst 
case problems we’ve seen so far. That means 80 percent of the peo- 
ple who take these high-risk or subprime loans perform under 
the — perhaps convert them in time to conforming loans. And I’m 
concerned that 80 percent and, perhaps, the others, certainly the 
80 percent, might not have gotten a loan, might not have owned 
a home. 

And so as you’re doing this, I hope that you’re going to be able 
to supply this committee and the public with some modelling of the 
what if What if we tighten this up a little? Do 79 percent of the 
80 percent still get their homes? Well, a big chunk of the misery 
factor goes away or is it one of those things where half the people 
who got these loans, and as a result, are enjoying home ownership 
around the country, will be denied? And that’s going to be very im- 
portant to me, that as much as I don’t want to see boarded up 
homes, I don’t want to see — quite frankly, I don’t want to see banks 
making loans that ultimately lead to defaults. 

At the same time, as Members of Congress, the one thing that 
we’ve got a very bipartisan basis and President after President has 
stated, is home ownership is a big part of what America is all 
about. And moving that number up as we’ve done as a society over 
the last few years continues to be important, so I’m hoping that 
you can give us insight on that. Because as much as we want you 
to reduce this pain factor — as a homeowner who was lucky enough 
to get a VA loan the first time, I realized I was a bit of a stretch 
starting a business here in Cleveland and getting my VA loan with 
no qualification necessary other than an honorable discharge. 

So, if you would respond to us in writing for that, and obviously 
we’re hoping for leadership from the Fed, and I’m happy that you 
were able to be here today. We talk about the Federal Reserve 
Bank of Cleveland, and it is a noble institution, but I appreciate 
the fact that, as I understand, you just came from Washington to 
make this happen for us. 

Ms. Braunstein. Thank you very much, and I agree with you. 
Congressman, and that’s what we’re trying to do, is achieve the 
right balance, and we would be happy to get to you on that. 

Mr. ISSA. Thank you, Mr. Chairman. I yield back. 

Mr. Kucinich. The chair is going to declare a 5-minute recess. 
We’ll come back in 5 minutes. We intend to complete this hearing 
by 1. I would ask the next panel to stay close. If you’re going to 
leave the room, please know that we’re starting again in 5 minutes. 

[Recess.] 

Mr. Kucinich. The committee will come to order. The committee 
will come to order. If you have any conversations, please take them 
outside the room. 

I want to make sure that anyone who has participated here signs 
the sign-in list so that as the work of this committee continues, we 
can keep you posted of any further discussions or hearings on the 
subcommittee relative to these questions. We now are about to 
begin the third panel. 

And I would like to make the following introductions: Judge Ray- 
mond Pianka is presiding as administrative judge in the Cleveland 
Municipal Housing Courts. A division he has served as such since 
his election in 1996. 
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Previously, Judge Pianka served on the Cleveland City Council 
where he chaired the Community and Economic Development Com- 
mittee and the legislative committee. 

Judge Pianka received his jurist doctorate from Cleveland Mar- 
shall College of Law in 1977. 

Professor Kathleen Engel is a professor at the Cleveland Marshal 
College of Law. Her research focuses on predatory lending, housing 
discrimination and the Community Reinvestment Act. She’s pub- 
lished a long list of law review articles on the topic and teaches a 
seminar at the law school on predatory lending. 

A recent article was entitled, “Do cities have standing? Redress- 
ing the externalities of predatory lending.” Professor Engel received 
her AB, cum laude from Smith College and her JD, cum laude from 
the University of Texas School of Law. Mr. Alex Pollock has been 
a resident fellow at the America, Enterprise Institute since 2004 fo- 
cussing on financial policy issues among other related issues. Pre- 
viously he has spent 35 years in banking, including 12 years as 
president chief executive of the Federal Home Loan Bank of Ohio. 
He’s director of the Allied Capital Corp., the Chicago Mercantile 
Exchange, the Great Lakes Higher Education Corp., the Inter- 
national IJnion for Housing Finance and chairman of the Board of 
Great Books Foundation. 

Ms. Marianne McCarty-Collins is the senior vice president of In- 
sight Bank, past president of both the Columbus and Ohio Mort- 
gage Bankers Association. At the Mortgage Bankers Association, 
the National Association for the Industry, she serves on the Board 
of Directors and Board of Governors. She’s a former trustee for the 
Columbus Board of Realtors, chairs the Government Financing 
Subcommittee as former affiliate of the year for the association. 

She’s also a former trustee of the building industry of central 
Ohio. Ms. McCarty-Collins has served on the Fannie Mae National 
Advisory Council in Washington, DC, in 1996 and 1997. 

I want to thank this distinguished panel of witnesses for being 
here. It is the policy of the Committee on Oversight and Govern- 
ment Reform to swear in all witnesses before they testify. I’m going 
to ask you now to rise and to raise your right hands. 

[Witnesses sworn.] 

Mr. Kucinich. Thank you. Let the record reflect that all of the 
witnesses answered in the affirmative. As with panel 2, I ask that 
each witness give an oral summary of his or her testimony, and to 
keep in mind that you should keep that summary under 5 minutes 
in duration. Your written statement will be included in the hearing 
record. 

I’d like to start with Judge Pianka. Thank you very much for 
being here. Please proceed. 

STATEMENT OF RAYMOND PIANKA, JUDGE, CLEVELAND 
MUNICIPAL HOUSING COURT 

Judge Pianka. Thank you for the opportunity to be here. The 
Cleveland Housing Court has been described by Chief Justice 
Moyer as emergency room for housing conditions in Cleveland. We 
are a problem solving and therapeutic court. 

As judge of the housing court, the sole judge of the housing court, 
I observe daily in the cases before me the impact of the banking 
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industry and the lack of regulation on it in our homes and our 
neighborhoods. 

There are nine points briefly. First of all, the lack of regulation 
has reduced our neighborhoods to financial wild wests with home- 
owners left to fend for themselves with an attempt to survive in 
those neighborhoods. Cleveland is experiencing a record number of 
home mortgage defaults, foreclosures, bankruptcies and failed fi- 
nancial deals. The primary impact of the financial crisis is, of 
course, on the property owner. The homeowners, however, are not 
the only ones who are suffering as result of the increased number 
of defaults and foreclosures. 

The collateral damage from this financial decline is felt worse in 
our neighborhoods as the committee saw yesterday in its tour of 
the Cleveland neighborhood. Each day I see property owners who 
were told by banks and mortgage companies to vacate their prop- 
erties at the commencement of the foreclosure actions leaving the 
properties empty and unattended. Their neighborhoods are forced 
to live next door to that vacant, boarded property with high grass 
and weeds stripped of siding and they contact the court about their 
options to combat these living conditions. 

These homeowners not only suffer the effects of living next door 
to the blight, they suffer financial loss as well as their own prop- 
erties are devalued as a result. The frustrated city council rep- 
resentatives contact the court, are concerned about the abandoned 
property that are magnets for criminal activity, and they produce 
a domino effect as poorly maintained properties lead to more poorly 
maintained and properties in default. And there are discouraged 
community groups who are trying to help but cannot as they at- 
tempt to determine who, if anyone, has authority and responsibility 
for the properties. 

I’ve been with the housing court for over 10 years, and the nega- 
tive impact of the mortgage defaults, foreclosures, and conduct of 
the banking industry upon our neighborhoods has never been 
greater than it is today. 

Certainly, the banks and other lending institutions have a right 
and even an obligation to initiate foreclosure actions when mort- 
gages go unpaid. However, the non-regulation of the industry has 
led to a lack of enforcement of basic fiduciary duties of banks and 
other lending institutions. 

The banks and other lenders must be called on to act responsibly 
in both lending and collection processes to minimize the destructive 
effect on our neighborhoods. Reduced lending by the regulated 
banks has created a vacuum which is being filled by less reputable 
lenders. Lending in Cleveland by regulated banks has dropped 
sharply since 1995. The refusal of regulated banks to lend in Cleve- 
land has created a vacuum, which is being filled in part by unscru- 
pulous, subprime lenders, perpetrators of mortgage fraud and irre- 
sponsible investors. 

Each day in court I’m told stories by property owners with little 
incomes who have fallen prey to schemes involving purchase of 
multiple properties as investment opportunities. The schemes seem 
to thrive in the current, unregulated lending atmosphere of Greater 
Cleveland. And while there are laws against fraudulent applica- 
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tions, waste, false statements of income and deceitful appraisals, 
those laws go largely unenforced. 

And I’m heartened to see the current efforts to prosecute some 
of the perpetrators of these schemes, but the prosecutions are small 
in numbers and slow. And because of the time needed to inves- 
tigate and pursue these cases, it’s unrealistic to view prosecution 
as a cure. Reputable lenders must encourage and encourage to oc- 
cupy their place to lend money to people who purchase homes and 
refinance homes in Cleveland. Lenders must be accessible to bor- 
rowers and other interested parties and be responsible in their ac- 
tions toward borrowers. One of the primary problems that we face 
in a housing court is our inability to reach someone in the bank 
or lending institution who is able and willing to discuss the prop- 
erty with the defaulting property owner or the court. It’s difficult 
to find a contact person who can negotiate a deed in lieu of fore- 
closure or short sale that would transfer that property to a bene- 
ficial loaner. 

And this inability to contact the financial institution coupled 
with a fact that a number of the banks are avoiding service of proc- 
ess in the — is that my time. 

Mr. Kucinich. Yeah. What I want you to know. Your Honor, is 
that you have an extensive statement here that is actually quite 
helpful to this committee. Your entire statement will be included 
in the record, and I think that you’ll be able to get to some of these 
areas in the question and answer period. 

Judge PlANKA. Mr. Chairman 

Mr. Kucinich. But you may wrap it up. 

Judge PiANKA. The court every day has to deal with banks who 
have failed to file the deeds, trying to help people who are in de- 
fault get out of the loans, toxic titles where the banks have dropped 
foreclosures and have left the liens on the properties, and it is 
going to take years for us to dig out from underneath these prob- 
lems in Cleveland. And I found out today that these are unat- 
tended consequences, but they are consequences nonetheless that 
we face every year in Cleveland. 

[The prepared statement of Judge Pianka follows:] 
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Judge Raymond L. Pianka 
Cleveland Municipal Court 
Housing Division 
216-664-4989 
1200 Ontario, 13* floor 
Cleveland, Ohio 44113 
piankar(<i~'clevelandmunicipalcourt.org 


My name is Raymond L. Pianka and I am the Judge of the Housing Court in 
Cleveland, Ohio. I’d like to thank Congressman Kucinich for giving me the 
opportunity to speak with you today. 

As the sole Judge of the Housing Division of the Cleveland Municipal Court, I 
preside over the 11,000 civil and 2,000 criminal cases filed in the Housing Court 
each year. As the Housing Court Judge, I observ'e daily in the cases before me 
the impact of the banking industry and the lack of regulation of it on our homes 
and neighborhoods. 

1. Lack of regulation has reduced our neighborhoods to a financial 
“Wild West,” with homeowners left to fend for themselves in an 
attempt to survive. 

Cleveland is experiencing a record number of home mortgage defaults, 
foreclosures, bankruptcies, and failed financial deals. 

The primary impact of this financial crisis, of course, is on the property owner. 
The homeowners, however, are not the only ones suffering as a result of the 
increased number of defaults and foreclosures. The collateral damage from this 
financial decline is felt worst in our neighborhoods. Each day, I see property 
owners who are told by the bank or other lenders to vacate the property at the 
commencement of the foreclosure action, leaving the property empty and 
unattended. Their neighbors, who are forced to live next door to that vacant, 
boarded property with high grass and weeds, stripped of its siding, contact the 
Court about what options they have to combat these conditions and their 
effects. These homeowners not only suffer the effects of living next to such 
blight; they suffer financial loss as well, as the value of their home decreases as a 
result of its proximity to the abandoned property. Next, the frustrated City 
councilperson contacts the Court, concerned about the abandoned property 
becoming a magnet for criminal activity, and producing a “domino effect” of 
poorly maintained housing on the rest of the neighborhood. And, I see the 
discouraged community development groups who stand ready to help with 
these properties but cannot, as they attempt to determine who, if anyone, has 
the authority to assist with the transfer of these properties to a responsible 
owner. 

I have been the Housing Court Judge for over ten years. The negative impact of 
mortgage defaults, foreclosures and the conduct of the banking industry upon 
our neighborhoods never has been greater than it is today. Certainly the banks 
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and other lenders have the right, and perhaps even the obligation, to initiate 
foreclosure actions when mortgages go unpaid. However, non-regulation of the 
industry has lead to a lack of enforcement of the basic fiduciary duties of banks 
and other lending institutions. The banks and other lenders must be called 
upion to act responsibly in both their lending and collection processes, to 
minimize the destructive effect of their conduct upon our neighborhoods. 

2. Reduced lending by regulated banks has created a vacuum 
which is being filled by less reputable lenders. 

Lending in Cleveland by regulated banks has dropped sharply since 1995. In 
1995, 61 percent of the loans made to purchase real property were made by 
regulated banks. By 2005, that number dropped to 22 percent. The refusal of 
regulated banks to lend in Cleveland has created a vacuum which is being filled 
by unscrupulous sub-prime lenders, perpetrators of mortgage fraud, and 
irresponsible investors. 

Each day in Court I am told stories by property owners with little income who 
have fallen prey to schemes involving the purchase of multiple properties as 
“investment opportunities,” inflated property appraisals, and no- or low- 
documentation loans. Schemes of this type thrive in the current unregulated 
lending atmosphere of the Greater Cleveland area. While there are laws against 
fraudulent applications, waste, false statements of income, and deceitful 
appraisals, those laws largely go unenforced. While I am heartened to see the 
current efforts to prosecute of some of the perpetrators of these schemes, the 
prosecutions are coming in small numbers, slowly. Because of the time needed 
to investigate and pursue these cases, it is unrealistic to view prosecution as the 
cure for this ill; reputable lenders must be encouraged to occupy their place in 
the Cleveland market, and, by their presence, eliminate the market for the 
unscrupulous lenders who now are replacing them. 

3. Lenders must be accessible to borrowers and other interested 
parties, and responsible in their actions toward borrowers. 

One of the primary problems we face as a court is our inability to reach someone 
in the bank or lending institution who is both able and willing to discuss the 
property with the owner or the Court. It is difficult to find a contact person 
who, for example, can discuss negotiating a deed in lieu of foreclosure or a short 
sale that would cause the transfer of the title to beneficial ownership. This 
inability to reach the banks, coupled with the fact that a number of banks were 
avoiding service of process in criminal Housing Court cases, has caused the 
Court to halt evictions for banks with outstanding warrants until the banks 
appear and plead in those code violation cases. 

Some of the most challenging cases in the Housing Court involve those owners 
who are willing to assist in the transfer of their property to new owners, but are 
trapped in the foreclosure process. Often, the lending institutions involved in 
the foreclosures are unwilling to discuss options for transfer of the property 
with the owner or with members of the Housing Court staff after the foreclosure 
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has been filed. The current protracted foreclosure process has a chilling effect 
on the redevelopment of these properties, leaving the Court to require only that 
the defendants maintain the exterior of the premises for the months or years 
until the foreclosure is completed. 

And then there are the most egregious cases - cases in which, for example, a 
property owner returned home from having back surgery to find she had been 
illegally locked out of her property by the mortgage company, or another case in 
which the owner was locked out of her house by the mortgage company without 
legal process, and without her much-needed medication. 

Banks are citizens of the communities in which they do business. They must be 
compelled to uphold their fiduciary duties and act as good corporate citizens by 
worldng with and not against the individuals to whom they loan money. 

4. Banks and other lenders must be called upon to resolve title 
issues. Their failure to do so results in toxic titles, further 
reducing property values and vacant, abandoned properties. 

We have noticed a growing trend in the foreclosure area: lenders are taking 
actions that leave titles in non-transferable condition. For example, lenders 
write off debts, but keep their liens on the property, making it impossible to 
transfer those properties. Or, lenders initiate the foreclosure process, and then 
abandon it, sometimes even after judgment, having made the business decision 
that it will not be of sufficient financial benefit to the lender to proceed. There 
are even instances where a bank purchases its property for the minimum bid at 
Sheriffs sale, only to ask the Court to set aside the sale. This leaves the property 
with an unpaid mortgage, which often is significantly greater than the value of 
the property itself, making title to the property nearly impossible to convey. 

5. Banks and other lending institutions must abandon the practice 
of covert ownership, and promptly file deeds to the properties 
they own with the County Recorder’s office. 

Banks and other lending institutions are the most common purchasers of 
properties at a Sheriff sale, the Ijist step in the foreclosure process. It is 
common strategy for the entities purchjising the properties at a Sheriff sale to 
hold the deed to the property - not filing it with the County Recorder’s office - 
until the property is transferred to a new purchaser. During that time, public 
record searches indicate that the property remains in the name of the original 
owner, who has lost it months or even years earlier. As a result, neither the City 
inspectors, community development groups, nor neighbors interested in the 
property can determine easily who legally is responsible for the property. This 
is harmful to the community, as the accuracy of property ownership records is 
pivotal to code enforcement. This practice is not limited to private lenders, 
either. We have seen cases in which the property was sold to HUD at the Sheriff 
sale but the deed not recorded. In one case, the property was sold to HUD, but 
the deed not recorded. Subsequently, the former owner was charged with 
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housing code violations that occurred at least a year after the property had been 
sold to HUD, and no longer belonged to the defendant. 

6 . Banks must be familiar with their R£0 inventory and he 
accountable for the condition of it. 

It is undeniable that banks and other lenders have programs that benefit the 
citizens of the greater Cleveland area. Programs for first-time buyers and those 
who have less than perfect credit make homeowmership possible for many 
people. However, there is a disconnect between these good services the banks 
perform, and the fact that these same entities permit the properties to which 
they hold title to fall into disrepair. Dilapidated structures with tall grass, 
broken windows, and missing siding can be found in virtually every 
neighborhood in the City of Cleveland. Surprisingly, a great number of these 
are titled to, or in control of, banks and lending institutions. The City of 
Cleveland generates a list of those property owuers who owe the City for board- 
ups and grass cutting. I have included a copy of that list in the packet today. As 
you will see, a number of those on the list are banks and other lenders. The 
lenders on this list are not doing even the bare minimum work on the exterior of 
the properties they owu - and the citizens of Cleveland are paying to cut the 
grass! In an attempt to recoup these fees for the citizens of Cleveland, I am 
requiring that the payment of these fees and liens he made as a part of any plea 
agreement submitted to the Court. 

Lenders must be compelled to maintain an inventory of the property they own, 
and must be held legally accountable when they fail to maintain it. As property 
owners, they must be held to the same standards that all property owners must 
meet. 


7 . Banks and other lenders must answer in Court when charges 
are filed against them or face trial in absentia. 

The City is filing more criminal cases than ever before against banks and lenders 
for the failure to maintain properties. Lenders, however, frequently fail to 
appear in Court when summoned. This in large part may be due to the practice 
of lenders using multiple services, represented by multiple attorneys in multiple 
firms, making it difficult to track the status of violation notices, and pending 
cases. I have included in the packet a list of the banks and lenders who have 
criminal cases pending in Housing Court for which they have failed to appear. 

In response to this failure to appear in court, the Housing Court next month will 
begin to hold trials of some of these corporations in absentia. In those cases 
where the Court determines that a lender has been served with notice of the 
violation and court date, the Clerk will enter a not guilty plea on behalf of the 
corporation and the case will proceed to trial with only the prosecution present. 
If the corporation is found guilty, they may be sentenced in absentia as well. 
While the prosecution still has the burden to prove the defendant’s guilt, the 
community will not be made to wait indefinitely for a corporation to appear in 
Court for trial. 
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8. Banks and other lenders seeking evictions in the Housing Court 
must appear with “clean hands” or they will not he granted 
judgments in eviction cases. 

Court personnel screen eviction actions filed in the Housing Court to determine 
whether any of the parties bringing the evictions have outstanding warrants in 
Housing Court criminal cases. Parties seeking eviction orders must do so with 
“clean hands.” In Housing Court, we have interpreted that phrase to mean that 
a party seeking an eviction order cannot invoke the Court’s jurisdiction to issue 
and execute on an order in the eviction action, while failing to acknowledge the 
jurisdiction in the same Court over the plaintiff in pending criminal cases. The 
number of banks and lenders seeking eviction orders, while ignoring the Court’s 
summons in the criminal cases, has become so great that I have had to create a 
separate docket for those cases. Every Friday, the “bank warrant” docket is 
heard, with evictions placed on hold until the attorney for the bank in the 
eviction case is able to get authority from the client to represent the bank or 
lender in the criminal case and enter a plea. The eviction cases may be stayed 
for weeks, or even months, waiting for the attorneys to secure permission to 
enter a plea in the criminal case. I have included in the packet a copy of the 
order issued in the eviction cases, explaining the legal basis of the order. 

9. The inaction of the Federal Reserve Bank in supervising and 
regulating Banking Institutions contributes to the financial 
drain on the City and the region. 

No money down, no documents required, or worse - fraudulent documents 
prepared for signature - this is how many loans in Cleveland were made in the 
last decade. This is attributable in large part to the lack of regulation of banks 
and lenders in Cleveland. Coupled with the fact that these loans are largely 
made to persons with little or no formal education, it is a recipe for disaster. 

It is tempting to conclude that the only individuals suffering financially under 
the lack of regulation of the banking industry - the withdrawal of responsible 
lenders from the market, fraudulent loans, covert ownership, and poorly 
maintained properties - are the individual borrowers directly involved in the 
loans. That, however, is far from true. The complete lack of oversight of the 
lending institutions affects every one of us in Cleveland and the surrounding 
region. First, of course, there are the individual houses, neglected, with titles 
that cannot be conveyed. They serve as magnets for criminal activity, and 
demoralize neighboring property owners. They also decrease the value of every 
other home in the neighborhood. Frequently, they become a cost to the citizens 
of Cleveland, who pay to board these houses, and cut the grass. The City 
recently saw the need to increeise its annual demolition budget from two million 
dollars to six million dollars, money to be spent on removing from the streets 
the carcasses of bad investment deals - money that cis a result cannot be spent 
on services for youth or seniors, or neighborhood development activity. The 
funds of investors who sank money into over-appraised properties are lost, and 
so cannot be funneled to investments that will not only be profitable for the 



98 


investor, but will serve the community as well. Finally, the plummeting 
property values also virtually ensure that investors will turn to other regions or 
areas to invest, instead of putting their money in the Greater Cleveland area. 

The mission of the Federal Reserve System is “providing the nation with a safer, 
more flexible, and more stable monetary and financial system.” Its duties, as 
listed on its website, include “supervising and regulating banking institutions to 
ensure the safety and soundness of the nation’s banking and financial system 
and to protect the credit rights of consumers.” The Federal Reserve itself, then, 
acknowledges that it has a duty to supervise and regulate banking institutions 
protecting the rights of consumers. The Federal Reserve has turned a blind eye 
in the Cleveland area to these duties. It has failed to require the banks and 
lending institutions, through the promulgation of rules and enforcement of 
existing laws, and it has failed to protect the rights of consumers by requiring all 
banks and lenders to act as responsible corporate citizens. The Federal Reserve, 
through its inaction, has become a significant part of the problem, and not the 
solution. 

I appreciate the opportunity to offer my testimony to you today. I would be 
happy to answer any questions you may have. 


Judge Raymond L. Pianka 



99 


Attachments 

Cleveland Housing Court Bank/Lender Warrant Capias List 

“Clean Hands” Judgment Entry referring case to Bank Warrant Docket 

City of Cleveland Special Assessment Certification List — Vacant Lot Maintenance 
Liens (Corporations List) 

City of Cleveland Certification List - Board-Up Liens 2006 (Corporations List) 
City of Cleveland Special Assessment Certification List -Demolition Liens 
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CLEVELAND MUNICIPAL COURT 
HOUSING DIVISION 
CUYAHOGA COUNTY, OHIO 


DATE: 

Plaintiff(s) 

-VS- CASE NO.: 


Defendant(s) JUDGMENT ENTRY 

Upon review of the Magistrate’s Decision, the Court observes that 
plaintiff in this matter, while seeking restitution of the property in the 
instant case, has outstanding warrants in one or more criminal cases in 
this Court. Consequently, plaintiff seeks to invoke this Court’s 
jurisdiction, and have the Court execute on an order in the eviction action, 
while failing to acknowledge the jurisdiction in the same Court over the 
plaintiff in pending criminal cases. 

Restitution is available as an equitable remedy “where *** property 
identified as belonging in good conscience to the plaintiff could clearly be 
traced to *** property in the defendant's possession.” Santos v. Ohio Bur. 
of Workers' Comp. (2004), 101 Ohio St.3d 74, 77, 801 N.E.2d 441, 445. 

'fhe maxim that “he who comes into equity must come with clean 
hands” requires that the party seeking equitable relief not be guilty of 
reprehensible conduct. Barone v. Barone (11^ Dist.) 2005-Ohio-4479. A 
party will not obtain equitable relief if the injury incurred by such party is 
“chargeable to his own wrong.” Piatt v. Smith (i86ij, 12 Ohio St. 561, 570. 

This case is set for status hearing on 

at 2:30 p.m. in Courtroom 13B to weigh the equities, and determine 
whether plaintiff has come before this Court with clean hands, while 
attempting to pursue an equitable remedy. Ruling on the first cause of 
action is held in abeyance pending the status hearing. A representative of 
plaintiff is ordered to attend. That representative must be qualified to 
discuss plaintiffs position in both the criminal case(s) pending in this 
Court, and the instant action. Appearance by counsel alone will not 
suffice. 


JUDGE RAYMOND L. PIANKA 
HOUSING DIVISION 
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THE PLAIN DEALER 

Bad loans, bad news for Cleveland 

Top lender draws fire for foreclosures 
Sunday, September 17, 2D06 
Mark Gtllispie 

Plain Dealer Reporter - 

One in five house-purchase loans made last year by Cleveland’s top mortgage fender have already gone 
into foreclosure, a Plain Dealer examination of the company has found. 

California-based Argent Mortgage Co. has domiriated Ihe Cleveland market since it began doing business 
here in 2003, selling more than $570 million in home loans. 

But critics say the company’s lax lending practices have allowed too many unqualified borrowers to get too 
many loans, hetping to fuel the country’s worst foreclosure rate. 

Argent, a sister company ofxbetter-knownAmeriquest Mortgage, is not alone in contributing lb Cleveland • 
and Cuyahoga County’s vexingfbredosure problem, its main competitors in thebusiriess of writing risky, 
high-interest mortgages ~ called subprirrie loans - have comparable or even slightly higher foreclosure 
rates for its Clevetand purchase loans last year. ! ' • ^ 

But none of these competitors came close to the 1,258 purchase loans that Argent wrote in ,2005.. 

Keith Ernst, senior policy counsel for the Center for Responsible Lending in Durham, N.C,, said a recent 
study showed that 20 percent of subprime loans end up in foreclosure ~ after five years. 

"You’ve exceeded that in one [year]," Errxst said. “That tells you how stark a pattern is being evidenced in 
these foreclosures." 

(Argent's overall foreclosure rate on its 2005 loans in Cfeyelahd was about 13 percent. That includes 
refinance loans, which are less likely to default within the first.year.) 

Foredosuies are expensive, but Cleveland neighborhoods, experts say, suffer the most. 

Many streets, especially on the East Side, have one or more boarded-up homes, byproducts of a subprime 
ioan gone bad. 

These eyesores often becorrie rriagnets for crime white robbing surrounding owners by driving down the 
value of their homes. 


More than 70 percent of the 7,300 loans Argent wrote in Cleveland from 2003 through 2005 were on the 
East Side. 

Tom Bier of Cleveland State University’s Levin, College of Uit)an Affairs said subprime lending and 
foreclosures contribute to.the loss of population in Cleveland and Cuyahdga'Cbuntyi 

‘There’s a ripple effect,” Bier said. “It comes down to, peoi^e with more money don’t want to live around 
that, and they’ll go somewhere else." 

Argent already has been threatened with banishmerjt from one.state, and Cuyahoga County Treasurer 
James Rokakis contends that Argent officials should be held accountable for its lending practices here. 

httn://\vww.cleveland.com/Drinter/Drinter.ssl?/base/cuVaiiofi:a/l 158482126226 180.xml&coll=2 
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“They’re a bad company that has done some very bad things to ttre cKy of Cleveland,” he said. 

Argent spokesman Chris Orlando said “We don't believe that Mr. Rokakis’ portrayal accurately reflects our. 
efforts in Cleveland. 

We're on the ground in Cleveland working every day with locsrf commuitity groups ... to. address the 
economic challenges in this city," he said. 

But two Greater Cleveland loan officers who work for independent brdk«^ and asked not to be identified 
said Argent repreps have suggested how to doctor loan documehts so that- mortgages are approved by 
company underwriters. 

And one loan officer said he knew of an Argent underwriter who' removed a document from a loan file to 
save a deal. 

Oriando said the company would fire any employee caught helping or promoting mortgage fraud. 

Subprime lenders specialize in selling loans to people With bruised credit. and those who cannot or do not 
want to fully document their income. 

These loans are risk-based. 

The higher a borrower's risk of default or foreclosure, the higher the rate charged fora loan. 


Subprime tending has been credited with making mortgages available to milfions of Americans who did not 
qualify for prime-rate ioans. 

One study, however, estimates that up io 20 percent of bomowers who received subprime lo.ans had credit 
scores for'iower-interest conventional mortgages. 

Banks and. savings and loan's that sell conventional home loans have stringent requirerrientsfor borrowers 
and charge virtually the same fees and interest rates. 

There are far fewer rules in the subprime worid. A credit score that would have once prevented a person 
from getting an installment loan .to- buy a refrigerator might qualify them today to buy several rental 
properties. 

Loan, officers for conventional lenders usually deal directly with prospective borrowers and are paid to 
protect a:le.hder’s interests.- Most subprime loans are sold through independent mortgage brokers who are 
paid only when a loan is .completed. 

Mark Seifert, director of the housing advocacy group East Side Organizing Project, said irresponsible ' 
brokers afe'largeiy. to. blame for getting people into loans they cannot afford. Ohio, he saidi is not doing 
enough to police the industry. 

These brokers are a dime a dozen,' Seifert said. ‘You can practically open for business tomorrow. All you 
have to do is pay a small fee and prove you're -not Charles Manson." 

His group has begun to work with. Argent on a non-binding agreement to tighten the company’s underwriting 
practices such as income verification of prospective borrowers. Seifert said. 

Argent also is working with the group on sponsoring a debt- and credit-Rteracy program. 

Argent did not. begin selling loans, in Ohio until 200.3. Before that, federaily insured institutions such as 
Charter One Bank and Third Federal Savings & Loan were Cievelarid's market leaders for home loans. 

Argent soared past them fn its.Rrsj year and by 2004 GapfUred.;22 percent Of the city's mortgage business, 
writing more than twice the number of loans as Charter Orfe- and. ^ird Federtilcorti^ned. Argent's share of 
the market dropped to 16 percent last year, but it ^11 TOldthree’times.thenurTiber of loans as its' nearest 
competitor. 

Part of the company’s success was' likely the result of a predato'ry lending iaw approved by Cleveland City 
htin!//www.cleveland.com/Dfiiiter/Drinter.ssf?/base/cuvahoea/l 158482 1262261 SO.xml&colI— 2 
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BankUnited shares, which fell 83 cents, or 3.2%, to S25.06 in 4 p.m. composite trading yesterday 
on the Nasdaq Stock Market, are trading at almost nine times its expected per-share earnings over 
the next year. 

Under accounting rules, BankUnited counts the impmd interest payments as revenue, however. So 
if a borrower pays the contractual minimum of $500 a month, rather than the $1,000 interest-only 
amount, the b^ik can count the remaining $500 as, revenue. That is because it is assumed it will be 
repaid down the road. This revenue is a rising slice of its earnings, ^cording to an analysis by 
Keefe, Bniyette & Woods. 

Humberto Lopez, BankUnited’s chief financial officer, says the bank focuses on borrowers with 
high credit scores who generally put down at least 20% of the purchase price on a home. "Our 
borrowers have the financial wherewithal, and they've earned the right to have options of 
payments," Mr. Lopez says. "We haven't seen any weakness in their ability to pay." 

Write to Karen Richardson at karen.richardson@wsj.coin^ and Gregory Zuckerman at 
gregory.zuckermani^^sj .Com^ 
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P,A _ H/n^/oQ 

Because abandonment and deterioration shift as investment 
shifts, neighborhoods that were stable 20 or 30 years ago are 
declining today. It’s not confined to Cleveland,. 


Empty buildings drain 
region’s vitality 


Thomas Bier 

W e have many more build- 
ings in Greater Cleveland 
than users to- occupy 
them. That, means, that some 
buildings be, abandoned. Call 
it a real estate “surplus.” 

WeVe had major surpluses, par- 
ticularly in housing, since the 
1960s. They are the result of: 

■ our free-enterprise system, 

. which builds ^ much as can be 
sold; 

■ a plentiful supply of open land; 
and 

■ sluggish economic growth. 

In spite of little growth, con- 
struction has been steady. ' 

Other low-growth regions, such 
as Pittsburgh, St. Louis and Day- 
ton, are in the same boat. But re- 
gions with strong growth, such as 
Phoenix and San Francisco, do not 
have surpluses. • 

Strong growth attracts people to 
jobs and creates so much- demand 
for new, and old buildings that 
little or no suiplus occurs. Can 
that happen here? Anything is pos- 
sible, but on the scale of a Phoe- 
nix? — not likely, for a longtime. 

Our problem is twofold: the 
amount of real estate is so large 
compared with users tliat many 
old structures are superfluous, and 
most new construction is not lo- 


cated where buildings are being 
abandoned.. 

Construction enables people 
- and businesses at all economic lev- 
els to “move up” — some to new 
buildings, most to used ones. In- 
' vestments shift accordingly. At the 
bottom of the market,, owners ei- 
ther can't afford maintenance or 
they avoid it. Buildings are aban- 
doned. 

The bottom of our regional mar- 
ket is mainly in ftie city of Cleve- 
land. This year rou^ly 1,000 
structures will be abandoned in 
the city because new home con- 
struction in the region will out- 
strip the region’s growth in house- 
holds. For every 100 homes built, 
30 old homes will be abandoned. 
It happens every year. 

Because abandonment and de- 
terioration (the precursor of aban- 
donment) shift as investment 
shifts, neighborhoods that were 
stable 20 or 30 years ago are de- 
clining today. It’s not confined to 
Cleveland. 

As suburban middle- and upper- 
income households gradually 
move out of Cuyahoga County to 
new or newer homes in adjacent 
counties, Cuyahoga’s inner sub- 
urbs are increasingly occupied by 
Cleveland-leavers who have mod- 
est incomes, at best. 

Signs of inner-suburban decline 


are multiplying, which gives more 
people who can afford to live far- 
ther out reason to do so. 

One might think, “All Cleveland 
and those old suburbs have to do 
is improve their schools and tidy 
their neighborhoods and this' 
would stop.” No, it wouldn’t — or I 
should say, if it’s stopped in one 
place, the housing surplus will 
force it to start in another. 

If Cleveland’s schools and neigh- 
borhoods were to become so at- 
tractive that DO one left the- c%, 
abandonment would explode .'.in, : 
the inner-ring suburbs, particu- 
larly those with the lowest priced 
properties and the least effective 
governments. Inner suburbs , 
would become the new urban' ca-! • 
lamity as 1,000 of their properties ' 
would be abandoned each year; ■ • . 

As long as large surpluses of real 
estate exist in the region, there, 
will be spreading decline and 
abandonment in the older parts of 
the region. 

Because of the size of the hous- 
ing surplus, the most that can be - 
achieved in the affected communi- 
ties is to make some properties, 
streets and neighborhoods com- 
petitively attractive while other, 
properties, streets and neighbor-, 
hoods are sinking. Islands of re- ' 
newaJ can exist as decay spreads. 

SEE BIER I H3 


4,000 23;/0() 22 percent 

Condemned properties Housing units lost In the Downtown office 

in Cleveland. city between 1980 and vacancy rate in 2005. 

2000, as (ts vacancy 
rate climbed frorri 8.8 
percent to 1 1.7 percent. 


6 million 
square feet 

Unused space In 
convenience and 
shopping service in the 
region. 
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Empty buildings 
drain vitality 

As daunting as the situation may 
seem, it can be addressed. The challenge 
is to upgrade Salvageable structures, re- 
move ones that are wealdings in the 
marketplace, and rebuild (or create 
mini-parks). And do it with quality that 
is attractive to people with good in- 
comes, The problem is how to finance 
that. - 

Redevelopment l^ically involves 
tra costs that “greenfield" projects: Ho 


As a region we should 
operate on the principle 
that ‘new assists the old. ’ 


not have, such as demolition and land 
assembly. In hot markets, such as San 
Francisco for example, buyers will pay. 
the costs; they won’t in a cool market 
like ours. Public funds are needed to fill 
the gap, but the capacity of the affected 
communities to produce those funds is 
veiy limited. 

The answer is in the region. As a re- ‘ 
gion we should operate on the principle 
that "new assists the old.” We should al- 
locate a portion of the property taxes 
generated by construction in the new 
and newer communities to a redevelop- 
ment fund for the older ones. 

Cuyahoga County officials are creat- 
ing a fund for commercial and industrial 
properties within the county, but that 
will not alter the impacts of the housing 
surplus. 

Establishing a cooperative, regional 
approach to building the region’s future 
runs counter to home-rule thinking. ("I 
live in Westlake; Cleveland’s problems 
have nothing to do with me.” "1 live in 
Brunswick. ,1 left Parma to get away 
from decay.”) 

Home-rule government has many 
benefits, but it has cultivated the atti- 
tude that the only civic obligation one 
has is to the jurisdiction in which one 
lives. Free-enterprise and low-growth 
create the surplus; then home rule "dic- 
tates” that the communities that are 
stuck with the consequences have sole 
responsibility for them: "It’s your mess, 
you fix it.” 

Our state government takes the same 
position, as it expands highways to 
boost exurban devel(q)ment 

Our old communities — aided by the 
newer parts of the region — must renew 
themselves. More people and employers 
will be attracted by the results, and the 
region will have a mndi firmer basis for 
optimism about its future. 




■ nnny7. 
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Mortgage 
problems 
rise, but 
only here 

Teresa Dixon Murray 
PlainDeaUr Reporter 

Greater Cleveland is the only 
U.S. metropolitan area where 
late mortgage payments and 
foreclosures have increased in 
the last yeai', according to a new 
report from mortgage giant Fred- 
die Mac. 

A separate report from the 
Mortgage Bankers Association of 
America shows that Ohio has the 
highest percentage of homeown- 
ers either in foreclosure or with 
payments that are 90 days or 
more behind. 

One of every 21 Ohio home- 
owners fell into that 90-days-plus 
category as of June, the industry 
association said. One of every 11 
in Ohio is 30 days or more be- 
hind on mortgage payments. The 
Mortgage Bankers Association’s 
latest report, due today, will 
show that Ohio remains in seri- 
ous trouble. ' 

The Freddie Mac report shows 
the Cleveland area’s foreclosures 
and SO-day-plus delinquencies 
increased by a combined 4.65 
percent since the end of last year. 

Every other large metro area 
nationwide saw foreclosures and 
serious delinquencies either de- 
crease or stay the same, said 
Freddie Mac spokesman Brad 
German. Freddie Mac is one of 
the nation’s largest mortgage un- 
derwriters; it typically buys loans 
from other lenders. 

Cleveland’s showing was grim 
even compared with its neigh- 
bors throughout the Midwest, 
the region hardest hit hy the sour 
economy the last few years, 
see MORTGAGE I A23 
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Don’t Be Flip About Flips 



Historically, Flips 
were a legitimate 
practice of skilled 
real estate 
professionals 
based on the 
principle of buy 
low and sell high. 
However, in some 
cases, this basic 
type of Flip 
transaction has 
taken on new 
dimensions and 
been transformed 
into a scam. 


H istorically, Flips were a 
legitimate practice of 
sldlled real estate professionals 
based on the principle of buy 
louj and sell hi^. An astute real 
estate practitioner may find a 
property which can be pur- 
chased at a reasonable price 
and then immediately re-sold 
to a buyer at a higher price. 
This investor buys "low” and 
then immediately sells “high” 
and smiles all the way to the 
bank. The resulting transac- 
tions are considered legitimate 
and acceptable. However, in 
some cases, this basic type of 
Flip transaction has taken on 
new dimensions by the addi- 
tion of a liberal dose of creative 
financing, a touch of larceny, 
an allotment of fraudulent or 
criminal intent, a dollop of 
deceit and misrepresentation, a 
smidge of secrecy and a meas- 
ure of greed. Voila! We have 
transformed a Flip into a scam. 
Watch Out For The “Good 
Customer” Routine 

The folks who perpetrate 
these charades may identify 
themselves as miracle-working 
real estate brokersand/ormorc- 
gage brokers. For title orserde- 
ment agents, they may be 
cleverly disguised as one of your 
best customers or a customer 
who promises ro deliver a high 
volume of business in which ; 
you arc lucky enough to partic- 
ipate. Forourpufj>oses, we will 
identily them as the Middle- 
man (This is a gender-neutral 
article. This idetuificanon 
could just as easily be Middle- 


woman or Middlepcrson, but 
the generic “man” is shorter and 
easier to write.) The Middle- 
man can’t pull this off without 
some assistance. He will require 
some assistance from other 
players such as an appraiser, 
lender, “straw” borrower and/ 
or even the title agent. 

Thus Show J las A Great Cast! 

Thb game has many varia- 
tions but here are its usual 
ingredients. 

The players arc the follow- 
ing: 

ASellec who we’ll call Sam 
Seiler. Usually the seller owns 
the Flip property which is in 
foreclosure Of is otherwise dis- 
tressed. It is possible chat the 
property Is not subject to a 
foreclosure but the Middle- 
man somehow dupes the seller 
by misrepresenting the market 
value of the property, perJups 
based on a phony appraisal. 

A Buyer/Borrower — let’s 
call him Bud Buyer. This is the 
person who will eventually b uy 
the property from' the Middis- 
man. Sometimes this person 
may be involved in the scam • 
and is just a straw person who 
gets a piece of the action for 
submitting a false loan applica- 
tion with bogus supporting 
documentation including 
credit report, employment ver- 
ification, etc. Or. this person 
may be a legitimate buyer of 
property — although its value 
may have been misreprcsenced. 

The Appraiser. Since this 
game involves the necessity for 
disparate purchase and sale 


prices, a cooperative (defined: 
devious) appraiser is an essen- 
tia! player. Eidier the seller 
must be convinced of the 
depressed market \Tilue of his 
property and/or the buyer — or 
his lender — must be advised of 
the sufficiency of value ro sup- 
port thene-vvloan and purchase 
price. These appraisals may be 
bold-face frauds or rh^ may be 
supported by improper, inap- 
plicable or even non-existent 
comparable properties. Cre- 
ative (translated: fraudulent) 
apprai.sals are frequently the 
backbone of Flip transactions. 

A new lender. Though not 
absolutely required to complete 
this scam, frequently, a new 
lender (making a loan for pur- 
chase money to the buyer/bor- 
rower) joins the game. This 
new lender comes into play as 
the investor who purchases an 
assignmenr of the new loan 
which is sometimes originated 
by the mortgage broker who is 
also the Middleman.' 

The friendly local tide 
agent. Here we' have another 
essential player in this game. 
Seldom doe's this player have 
any part in the scam. This 
player just wants to accommo- 
date a customer and do some 
business. 

And finally, we have the star 
of our .show, the Middleman. 
We -will continue to use the 
term “Middleman” since he is 
the quarterback of our scheme 
as rhe purcha.scr in the first 
part of the flip transaction and 
the seller in the second pare. 


1 of 2 
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Rush-rush, back-to-back closings for the 
■ two parts of the transaction ate requited 
and silence "is absolutely mandatory. . 

He also stands ro make the big lender and this pair of the 
bucks from this deai. He is the transaction muse dose in order 
villain in this movie, forMiddlcrr'.antohsycraonsy 

Let The Games Begin to pay for the purchase from 

Conceptually, we have a Sam Sclier, Some sUghc-of- 
basically simple, combi, ned hand may he necessary on the 
transaction. Sam Sdier sells part of the settlement agent fo 
property to Middleman who assure Bud Buyer that he owns 
then mimcdiacely sdU the .the property when, in truth, 
same property to Bud Buyer, tide iiasr't yet been transferted 
nniklng a profit on the quick to Middleman, 
turnaround. If the game ended Bud Buyer wiBHkely need a 

at that point, there would be mortgage loan lo purchase the 
no probicn and this article property. Middleman often 
would not need to he written, acts as a morwacc broker to 
The extra-curricular activities arrange this deal. Middleman 
which accompany the basic will need to deal with a hard 
transaction ate whar cause .money (high fee, high interest) 
heartburn for title/settlemctu- lender to whom he submits 


cooperulveappnlser}v^sup- This Is A Team Sport 
port a higher loan amount The way this gams is played 
.based on die same percctitage makes it clear that Rips are a 
ofvaluc.To accomplahlhisthc team sport, Not all the players 
ride conuuitraent must shcfw have the Em and only a few get 

,1 ■ • • the profit. Here, our example 

the borrower to be m litic to ' , ,, . fr 

L xx-jji - netted Middleman a signiri- 

the property. M'^dicrnan says . ° 

to his cooperative title agent. proftt on the sale of 

atei,ideol«h!d,I(Mid- thspropoty p,„s smngeous 
dieman) have signed convey- loan brokrrage fees and w’nat- 
iag die property to Dud Buyer ever otheriir.ounts he was able 
(the Borrower). Hold this deco to e.xcort out of the ocher. play- 
in escrow anti! the tianracrioii ers. Appraiser received fees for 
doses. It’s a- good deed as two appraisals, neither of 
between Middlcntan and which is reliable. Bud Buyer 
Buyer and based on this deed, filled up or. hors d oiivtcs at the 
you, tide agent, can show Bud closing before he caught the 
Buyer to be vested in tide. Just next freight train out of town, 
overlook the faa that Sam Sclh Sam Seiler got swindled out of 
cr has not yet conveyed the his property, at least out of a 
property to me; that will hap- fair price for his property. Title 
pen in due course. If it doesn’t agent got a good education, at 
happen, the loan can’t be made bis own expense, 
and the escrowed-deed can be As mentioned above, fraud 


agents and give "Flip” Wilson 
a bad name. Here arc .some of 

ySam Seller may have been 
conned by Middleman into 
selling his property by a mis- 
rcprcse.ntadon of the property 
value or other fal.se promises, 
guarantees and effects. The 
misrepresentation may liave 
been suppo rted by a less-than- 
accurate or even fraudulent 
appraisal. Of course, Sam is a 
big kid and Is responsible for 
his actions, but fraud is fraud 
•and Sam will probably sue 
everyone in sight to overcome 
hU lack of discretion, After ail, , 
lawsuits are our national pas- 
time and we can sited a lot of 
guilt if we can get a court to 
make somebody else responsi- 
ble for our mistakes, 

To make this deal work, 
Middleman w'iil need thecoop- 
|ration of the titic/settlement 
agent. Rush-rush, back-to- 
bick closings for the two parts 
of the cransactioaafe required 
and .silence is . absolutely 
mandatory. Sam must be kept 
i D the dark and not be told any- 
thing about ihe resale from 
Middlc.man to Bud Buyer. 

The closings may need to 
3C I'.elti in reverse order. The 
>nly money co.niing into this 
leal comc-s from Bud Buyer, 
he uitimate purchaser, or his 


{maybe with Buds a-asistance) 
bogus employ.meni a-no 
income records, credit report, 
loan application and personal 
references. Middleman knows 
that Bud will never make a 
payment on this loan but the 
lure ofhigh/ront-end loan fees 
and cpm/rvls-rions causes this 
minor detail to be lost in the 
process. This is fraud for fun 
and profit! 

Tlie loan must l>c supported 
by an acceptable appraisal and 
once again, Middleman seeks 
the assistance of his'Coopcra- 
ci^'c appraiser. The same prep- 
erry which appraised at one 
level for Sam Seller now 
a])prai$es for about %% more 
for Bud Buyer’s loan. 

The appraisal and property 
valuation process may also 
need some cooperation from 
the title agent. A mortgage bro- 
ker can play games with an 
appraisal by qualifying a bor- 
rower for a refinance rather 
than a purchase. The sale price 
of a propercy when supported 
by an equal appraisal will 
establish t.he maximum ioan 
amount based on the ioan-to- 
value rario. The lender will 
loan only a sc: percentage of 
the value— maybe 80% or 
90%. But fora refinance trans- 
action, the appraised value 
(after being inflated by the 


thrown away and nobody 
kaows or tares.” 

Titis trick will cnableMid- 
dieinaa to get an increased loan 
amount for Bad Buyer who 
now will not need to bring a 
down payment to closing- 

Middieman may ask the 
title agent to do some other 
“favors”. The lender may want 
to tec a scalement statement 
which shows a dovm payment 
brought lo dosing by Dud 
Buyer although this didn’t real- 
ly happen. The first “favor” will 
be to prepare the settlement 
statemen; to show the bottow- 
er brought cash to closing. The 
next seep may be to actually use 
closing funds to obtain a bank's 
cashier’s check to deposit back 
into tl'.e closi.ag account sug- 
gesting the sovi.'ce ,of the bor- 
rowers Eiods. Middiehian’s la.st 
requests of the tide agent will 
usually be to, waive the dosing 
fee and reduce the tirie insur- 
ance premium. 

'The title agent w!!i also 
need to ignore the provision 
which appears in cIosin| 
instructions of most lenders, 
which state, esdmtially "Do 
not close this loan without 
iender’s written approval if 
more than one title tran.tfer 
takes place or if tirie ownership 
has changed within the previ- 
ous six months.” 


is frowned Tipon by polite .soci- 
ety and it is disliked even more 
by itsvictims.The flip team dis- 
bands in ahvifiy after cheshovv; 
Sam Seller reappears only as the 
piainrifFin a civil Esud case or. 
perhaps as the govern, Trent's 
scar witness in a criminal fraud 
trial; Bud Buyer never makti a 
payment on his loan and his 
las: known address Is the Salva- 
tion Army shelter in Pitts- 
burgh; Appraiser must be in the 
witness protection program 
because there is no evidence 
that he ever existed — even his 
mother won’t gdmic to any 
association; the Lender soon 
discovers that the loan to Buyer 
is grossly under-secured and 
begins collectioJi cfForcs by 
suing everyone involved and in 
sight. Ivliddleman \Yas last seen ' 
boarding a tramp seeder sail- 
ing for an uncharted south seas 
island w3d guess who is left to 
pickupthcpiccesand greet the 
process servers — die good old 
title agent who was just trying 
CO sen-e his customers and 
make a living. Title insurance 
undenvriters have deep pockets 
and closing protection letters; 
they will also be invited to the 
post-closing celebration and 
reunion to be heici at the near- 
e.sc federal courthouse. 


Fraud is 

frowned upon by 
polite society and 
it is disliked 
even more by 
Its Victims. 
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Subprime Game's Reckoning Day 

Risky Lending Fallout 
Threatens to Spread; 

Uncertain ARM Sti*ength 

By KAREN RICHARDSON and GREGORY ZUCKERMAN 

Febrliary 27, 2007; Page C) 

The worst may be yet to come for mortgage lenders. And that could 
add to investor nervousness. 

Shares of companies that specialize in lending to riskier borrowers or offer unconventional loans 
have tumbled because of concerns over how rapidly these mortgages are going sour. 

If these so-called:subprinie borrowers continue to have problems paying their debts, the lenders 
that t^get them likely will have to boost how much money they set aside for bad lpans, cutting 
into their bottom lines. That could mean even lower stock prices. 

There also is a concern that if the real-estate market remains cool, some borrowers with better 
credit histories might also begin struggling to make payments on certain popular, but^unorthodox, 
mortgages. These types of loans allow borrowers to skip monthly payments, carry low short-term 
teaser rates or don't require detailed financial documentation. If tliat happens, companies such as 
BankUnited Financial Corp. and Countrywide Financial Corp. could suffer.. 

When a company keeps its reserve low, it makes its earnings look better because it continues to 
increase its assets from loans it originates and sells off. That holds down expenses. 

But when a company beefs up those reserves and the change hits its earnings, that Can impair its 
ability to borrow the short-tenn funds needed to write new mortgages. Lenders need to set aside 
reserves to cover any possible losses when borrowers fail to make payments. 

Subprime-mortgage lenders generally sell most of their loans to investors, but many keep some 
loans as investments. These portfolios have grown as the number of new mortgages has risen. 

New Century Financial Corp. and NovaStar Financial Inc. hold billions of dollars of loans for 
investment. While they have been increasing their loan-loss provisions, delinquencies have been 
coming faster than anticipated. 

NovaS tar's reserves were 1.05% of its S2.1 billion in loans held for investment in the fourth 
quarter, up from 0.75% in the third quarter, but still ranked among the lowest in the industry, 
according to Zach Cast, an analyst at the Center for Financial Research and Analysis. New 
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Century's ratio wa:s 1 .4% as of the third qu^er. CI^IA doesn't assign ratings on stocks. 

Scott Hartman, chief 
executive of NovaStaf, 
says the lender made a 
"substantial iticfeas^ to 
our Idait-loss reserve" 
in the past quarter, and 
that about half of those 
loans "tend to be of 
higher quality and 
generally performing 
very well." 


New Century, which has said it will restate earnings for the first three quarters of 2006 to correct 
accounting errors regarding repurchased loans, declined to comment. 

Subprime-mortgage lenders are likely to start reporting significant shortfalls in their loss reserves 
"as soon as the next several quarters," predicts David Honold, an analyst at Turner Ihvestinent 
Partners, ■wdiich manages $23 billion and has avoided shares of subprime lenders. That is partly 
because some of the lenders could place into their investment-loan portfolio some poorly , 
perfpnhing mortgages that they have bought back tmder terms of their sale agreement. That would 
require them to boost loan-loss reserves. 

Subptdme lenders already have seen their shares tumble— NovaStar is off ^0% ^d New Cenhiiy . 
is'dd.wn 12% in the past 10 days - and they could fall further if their credit-lines dry up because 
ofpoor loan-loss provisioning. NovaStar shares are trading at about 12 times estimated per-share 
earnings, but that valuation is likely to change as analysts adjust their projections to accouiit for 
the companyts steep fourth-quarter loss and poor earnings outlook. New Century shares also are 
trading at about 12 times estimated earnings for 2007. 

Some'investors urge caution about lenders that cater to borrowers with better credit but focus on 
mortgages that may suffer if weakness in housing continues, such as option adjuStable-rate 
mortgages, or ARMs. These loans give boirpwers multiple payment options, including a 
minimum payment that might not cover all of the monthly interest cost^ The remainder of the 
interest payment is tacked onto the outstanding balance, causing it to rise. 

About 59% of BankUnited's approximately $1 1.5 billion loan portfolio is made up of these loans 
and the bank is making more of them as it expands. 
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Countrywide has been cutting back on pay-option mortgages, funding just $2.7 billion in January 
out of a total $37 billion in new mortgages. Still, it has "significant exposure" to these risky loans, 
CFRA's Mr. Cast says. Countrywide declined to comment. 


R EADING THE ABX _ __ BankUnited acknowledges that borrowers are paying less 

■ Does subprimB Index Arapiif>^Risk?’ of their monthly interest payments as interest rates ha¥e 

I moved arid about 50% of the bank’s lo^s have 

been made to residents of Florida, a weak real-estate 
market. And since BankUnited keeps about 70% of these loans in its own portfolio, if the 
borrowers run into problems it could hurt the company's earnings. 
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Councii in 2002 that caused some mortgage lenders to stop doing buaness in Cleveland, opening a door 
for Argent. 

Mortgage professionals say Argent aggressively marketed to brokers. Arxi Argent was one of the few 
lenders in Greater Cleveland that would sell a mortgage for a f^per^ that had been sold within the 
previous 12 month's, a rule instituted by some cortipanies to prevent property “flipping,* 

(The company finally instituted a 12-month seasoning ruie In April of this year.) 

Argent rarely questions the validity of property appraisals or the source of do\^ payments, one of the loan 
officers said. 

Appraisals are a key component to getting mortgage loans approved — and in the corniriission of mortgage 
fraud. Appraisers sometimes stretch the value of a property so brbkers can manipulate how much a 
company will lend. 

And recent Plain Dealer investigations of mortgagetraud schemes found instances where Argent received 
copies of bank checks that were to represent down-payrhent amounts. The buyers in these instances said 
they never paid a dime when they bought their propertied 

Subprime loans have become an easy way to purchase rental properties. Argent wrote more purchase 
loans for rental properties than for owner-occupied homes In 2003. 

More than 200 people used Argent loans to buy two or more properties in Cleveland last year. 

Sixty-six of those buyers already have one or more properties in foreclosure. 

Argent’s high foreclosure rate in 2005 was ina year when the company tightened its, uridferwriting ; 
standards. 'Argent approved one loan for each loan it rejected last year, compared with 1T.4 approvals for 
eadiTejection in 2004. ^ 

The foreclosure rates for Argent and other lenders in 2004 could not be determined. Cuyahoga Courity 
Coriimori'Pleas Court only started in November including on its Web site the information needed-tb- 
accurately search for foreclosures. 

Complaints in Georgia prompted the state banking department to issue a cease-and-desist order against 
Argent in September 2005. 

The company subsequently promised to more closely monitor and saeen mortgage brokers, to train Argent 
employees on detecting mortgage fraud, to imptement “common sense underwriting” procedures and to 
strengthen and increase internal audits of loan files. 

Failure to comply could lead to the company being banned from doing business in Georgia, the order said. 
Argent’s Orlando said the company continues to operate in Georgia, 
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City to raze 220 decrepit buiidings M6Vefdll6l)vs report critical of inspectors 

fFmakEdilim] ■ 

Otivbral^e'rkjnbv Pl^n bi^Jef He^ftfer 
'OGtii,.' 26'66 
MStt'o ■' 

' , 

Document Text 
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Distnbution zones; All . 

Cleveland's chief of building and housing agreed with a corisuttanfs report that the depart'rtieht is in shambles and told 
City Council on Tuesday that the city would demolish 220 of the city's most decrepit buildings as one of its first steps in 
. rehabiiitatingThe: department. . 

The demoiitfoh targets'are dilapidated vacant structures, biif many havd never be'eh dited by houslhg' inspectors, often 
because insp’ectbrs hesitated. to db: the nebessary. comfrfiGated pa'perWdirki said diredtdr Edward Rybka. 

The city wilt use most of Its $1;9 mfltion demolftion budget to raze the .buildings, including houses and commercial 
structureSj spread throughout the city. The budget also pays for boarrdihfg up buildings'; La^ y^f, the city demolished 
195buiid!ngs;. - . •, 

Rybka told Gouncit about Mayor Frank Jdckson's.deniolition plans at a hearing oh d. blistefing report by consultant 
LeanFirm, which found that Cievelarid has no systertidtid approach to co'dd ehfo'fcehieht. 

The fi^.dH'describds Workers Who 'are not held accountable for their perform'ance.chbosing' not to work withOutfearOf ■ 
discipline; Ths';repo'rt;Say5'-28.p'00' of-the Violation riotices wriften between '2002 ahd June 2005 remain unresOived-nrqre 
thah'6'd'perbehlbf theTtit'al. • . . / 

Rybl^;'arid/'cbh'Sdfe^^ said the pefbentage is probably lower, but records; are kbpt sbif^pbazarBlyrhatbo' 

On'e.khdwsfof'sijfe.-' 

tbs report covets years when Jano Campbell was mayor, before Rybka became director of the department. 

"these ISSues'have. been inherited over decades," Prater said: 

Fiiybka said inspectors used uniform standards to comeupWith alist of buildings to demolish. In paM years, each 
irtspector used Separate criteria for determining which buildings would be razed. Rybka said the decisions' often were 
based •bn City Co, un'cit complaints. 

COundilmah Roosevelt, Coats; who represents South Gollihwood, said the city should focus on demolishing commercial 
buiidi'hgs and^ inveStor-owh'ed property because the city has a better chance of recovering costs from; owners. 

Councilman Matthew Zone, who represents Detroil-Shoreway, said improving the department depends heavily oh 
officials disciplining employees who do' lousy work. 

"For those Who thirik they are entitled to a paycheck without perfO'irhing, they heed to find a nev/ job,’ he said. 

Rybka said the department had begun biscipjlning inspectors. 

Gduncilmari Jay Westbrook said the council wiil.draft legislatiori giving irispecfprb authority to enter vacant, unsecured 
structures to write citations. The Law' Department requires- inspectors to get sea'rchWarrants, which some council 
members complain can take month's. ’ 

To reach this Plain Dealer reporter: operfdns@piaind.com, 21 6- 999-'4868 
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Lending shift splits Cleveland Banks' share of mortgages slip, especially oh East 
Side 

[Final Edition] 

Cievelahd, Ohio 

Becky Gaylord, Plain Dgitief f^poitef 
Nov 10, 2006 
Business 
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The region's biggest banks rtiade bnly a smaii share trfthe horfi'e loans written in some city neighborhoods in recent 
yearSi data from. the city, of Cleveland show. 

However, lenders that target borrowers Who don't fypicalfy quaiily tor cprhpetitiveiy priced loans were active in thoSe 
neighborhoods where the big banks did little busiriess,. according to information from the federal government. 

The Plain Dealer analyzed loan data from 1 990 to 2004, the recent years available frO'rh'Cleveiand, which coilebts 
the information under contracts struck with banks that hold city depbsilS, For months, Cleveland officials refused to 
release the public records and eventually disclosed the data only after the banks gave their, approval. 

Forged more than a decade ago, the; cdhtracts set^goais for the b'ahks. sucH as writing a Speciric huitiber and vaiue of 
home ioanSi-offering a'range;;oMo'an.producta: to residents across city neighborhoods, operating branches throughout the 
city and.support1ng neigHborhoOd:deyeloprneht grdvfps. . 

Forrtren'fyiMyoK^1chae);'Pv White-edUghtlhe-fiyst'Cb'mrnx/niiy.Reihvestntortt^A co'n's'iderdd pioneering^ Whdn he 

object^ oh tite grdUnds dt iehding^^^^ td the merger that eveT!toa)ly.f6rmed K'eyBank. 

A reedlUtidn abdd'rhpanyto^ agreerheht deciated that fulfilling the plan “will help the city in its efforts to encourage 
fUlierpartlClp'atiOh by dther Cleveland financial institutions in the developinent and growth .of the city and Its 
nei^libd'fhopde;’' Key'has.ekceeded its commitments since initially signing the pact, investing more than $1 bilJlon, a 
s’pdkeefn'ah'- Says 

NatlC!hei;Ctty BaihR ahdfher of the hirie banks that sighed contracts with the city, expects to meet or exceed the terms of 
Itemdef-fedehVcb’m'mitmeHti a spokeswoman said. That agre'errieht' calls for National City to invest $800 million 'through 
•soil. 

The'a'gfeefTienTs "really got the fenders a Idt mOre involved," said Torn Bier, a housing a)fpert with Cleveland S^te 
U'hiVerisity; 

But over th'e.yeare; ecoriOmfc cofi'ditiOhs }h the Clfy have deteriorated. Arid mortgage companies, which often make 
higheriCOSt, s'ub-prime loans td borrowers with bferhished credit, swarilled into the local market. 

Since 2000, banks' share of the mortgage market irr Cleveland has dropped by about 30 percent Now more than half of 
the 20 largest' lenders in Greater Cleveland that tend to residents with I6W and moderate incomes are mortgage 
companies. 

City officials have admiROd recently that Cleveland hasn't been dosely mohHoring the effediveness of its Corrimuiilty 
Reinvestment Agreements. For instance, it didn’t enforce legislation associated with the contracts that Cleveland is 
supposed to use to select Which banks get city busiriess. 

Mortgage company loans are tracked within, federal data. But riationaj bank regulators deni oversee the mortgage 
companies, and they’re not covered by the city's existing contracts, either. 

Many of the loans they have made have led to forecloS'ure filings. Foreclosures are on track to set a record for 20'06, 
based on information from the Cuyahoga County treasurer. 

To reach this Plain Dealer reporter: bgaylord@plalnd.cOrh, 216- 999*5029 
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Big banks head list of urban deadbeats 

Bills for tsoardups, cleanups go unpaid 
Monday, November 20, 2006. 

Olivera Perkins 
Plain Dealer Reporter 

Cleveland has for years billed property owners, after boarding up th'eirvacant houses, mowing their, 
untended lawns and carting trash from their garbage-strewn lots. . 

And for years, the vast. majority of the bill's have been ignored. ,lni 2005, forexample, the city spent more 
than. $2i6 million curtihg.grass and cleaning lots, but recovered only $750,000, or about 28 percent. 

As of last month. landlords still ovtred the, nation's poorest big dty a combined $4 miiljcm lor fending their 
property, an analySis of dty records shows.. Tbafs more than twice this yeac’S bur^'et.for-.dernQlisNing and 
boarding up vacant buildings and nearly three times vrfiat the city spent in 2005 helping needy seniors 
repair.theirhoiTies./ . 

The worst'offenders, by,;th,e city's reckoning, include some .of the woHd's .biggest names in banking - 
JPMqrgab Cha'sej Deutsche Barik.-'WellsPaigoor subsidiaries ofThe finanda'I-institutions: 

Others contributing to, the problem jnciude the Cleveland Housing Network and the U.S, Department of.. 
Housing and Urban Development, two organizations' (hat are supposed to help the city fight neighborhood 
blight. 

Cleveland has.typ.ically sought to recoup the money by. filing tiens on the properties that were tended b'y. city 
workers. But -that . rfieans the city dbesni get paid^unfil the. houses are sold. So this year, the city has. hired a ' 
lawyer'td collect pri; the .pidesl''bills, some of which date badc yeari. 

They have.the ability to psyrSo Ihey should pay," said Finance Director, Sharon Dumas. "We need to 
rscpyerbuf posts, and'ihey.need to become good civic citizens particularly bemuse these abandoned . 
homes 'are' a quality of life is's'ue for the neighborhoods;" 

Most of the 'financial institutions dispute the crt^sciajms. They argue, that Cleveland tries to fnakethem pay 
for properties they no longer own or have never owned, 

But the Cuyahoga County auditor's office reported few problems placing the lieris, an indication there is tittle • 
confusion about who owns these properties. Durnas said the dty worked closdy with the county, verifying' 
ownere.before filing the liens,,. , ' , . 

In past years, City Coundl rnembers and others-complained that the dty wasn’t meticulous, about finding 
property owners and frequently missed the 'September deadline for filing, liens. ^ the time the liens were 
filed the following year, the property h'ad;,beerl sold. 

The city’s high foreclosure rate is a major reasonthat thelnsfitutionsthatgrantor insure rnortgages owe the 
most, city, officials said. During, the 'foreclosure process, ownersfiip often isnit dear, meaning the city has to 
dig through county records to find the actual owner of a structure 6r tot 

But many of the banks and mortgage companies contend thatthe cfiysttU does a sloppy job in finding the. 
real Owners. They complain that Cleveland often labels them as the-dwners, when Uiey are bhiy trustees. 

"A corporate trustee for mortgage-backed securities where there is a pool of investors only serves an 

1— Ad77'tOQV70:xmi&eo1l=2 
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administrative role, but has no-ownership stake,” said Kewn Heine, a spokesman for the Bank of New York. 

Heine said thfe bank owns none of the properties that '^e'dty sayslt does; }nduding',1-1 structures that the 
city boarded up. He. said the bank once owned Qr>e,.'t)ul sbld iti jt's afru^ee for four others, but the 
corripariiesthat service those loans are respbnsibie'for re'solvingihe'i'S^ue With the city, he said. 

A spokesman for Deutsche Bank, which the city has. billed.fbr 22 properties, said he would look into 
whether any ofthe' bank's subsidiaries owned the. propwrOes. ■ 

HUD denied owning any of the 12 propertiesfor which ft was bilted.Aspdkesman’said HUD used to own 
two and had insured rhortgages on three others that were later paid off by their owners. 

The city. said it had boarded or cut grass at 19 Wefts Fargo properties, 'but a spokeswoman. said the 
corhpany had owned only two, but sold them. 

Several companies said they are willing to work svrth the city. 

Cleveland Housing Network head Rob Curry reported by e-maft that the noriprofithad not received bills for 
all of the properties. He said the agency either paid or appealed the bills it received. 

"CHN is a good dtizen," Curry wrote. We take our mission seriously and strive to pay our bills, including . 
and especially those from the city of Cleveland.” 

Fannie Mae, a government-chartered buyer and guarantor of home mortgages, is committed to paying and 
is working with the city to see how much it owes, spokesman Alfred King said. 

JPMorganChase - which owns Bank Orie .- denied owning most of the properties for which it was billed. 
Spokeswoman Mary Kay €ean . ^id. the bank did-^rve as a trustee for, several of the properties. Jhe'bank 
wants to resg!ve ’'concerns’ab'outproperty the bank has repossessed," she said. 

Councilman Robert White said he believes the city lists are accurate. Seyeral'of the-homes are clustered in 
his Unlbrt-Miles ward, causing blight and despair amorig the residents. .. • ‘ . 

"They need to step up to the plate and be truthful about what they own, so. that they can become a team 
with-the city in solving this issue," he said. 

Housing Court Judge Rayrtiond Pianka said he is checking the cit/s list of unpaid bills against owners with ' ' 
criminal cases before the court, making sure their cases can’t move forward until they pay their bills. He 
said' he Was- looking at.dolng sQrfiething simitar for landlords filihg evictions. 

CoUiiclim'an Jay Westbrook, who has complained in the past about the city's lax collection methods, said he 
is optimisticaboufthe changes. 

"It Is about time the city is making the people who own the assets take responsibility,'* he said. 

To reach this Plain Dealer reporter:. 
operkins@plaind.ccm. 216-999-4868 
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Citing Terror Threat, Judges Criticize Plans for Ohio Garage 

By CHRISTOPHER MAAG 

AKRON, Ohio . May 17 — A proposal ty the city to build a parking garage within one foot of the federal 
courthouse in this city’s downtown has provoked a strong and uncommonly public reaction from some 
Judges, who say it would allow potential terrorists to get dangerously close to their courtrooms. 

The chief judge of the Federal District Court here, James G- Carr, and the chief judge of the District 
Bankruptcy Court, Randolph Baxter, warned in a letter to Mayor Donald L. Plusquellic that unless the city 
changed course, they would move their offices and courtrooms elsewhere. 

“Federal courthouses, as the tragedy at Oklahoma City makes clear, are potentially a prime target for 
attack,” the judges wrote in the letter. “In sum: We cannot stress strongly enough that the project, as 
presently envisioned, presents a serious, severe and imminent danger to the more than 300 federal 
judges, officials, employees of the court and other federal agencies who work in the building. ” 

The disagreement over the parking garage reflects a broader unease among members of the federal 
judiciary after a number of violent events at courthouses and other federal buildings around the country. 
In 1995, 168 people died in the bombing that destn^ed the Alfred P. Murrah Federal Building in 
Oklahoma City; family members of a federal judge were murdered in Chicago two years ago; and a sniper 
wounded a family court judge last June in Reno, Nev. 

“I think judges have every reason to be concerned," said the Chicago judge, Joan Humphrey Lefkow, 
whose husband and mother were killed by an electrician angered by her decision to dismiss a malpractice 
suit. “We are particularly vulnerable public officials." 

The south side of the John F. Seiberling Federal Building in Akron faces a city-owned parking lot. Nearby 
employers, including FirstEnergy, continue to expand, causing a parking shortage downtown, said Dave 
Lieberth, Akron’s deputy mayor. 

City officials originally hoped to replace the lot with a 300-car parking garage. The proposal more than 
tripled in size, to 1,000 cars, after Signet Enterprises, a real estate development company, decided to build 
its new corporate headquarters in an office building atop the garage. 

As the proposed garage grew, its planned location mover closer and closer to the south wall of the court 
building. The courthouse, built in 1975, presents an especially challenging setmrity situation because its 
outside walls are glass. The north side of the building is within a few feet of West Market Street, a busy 
downtown thoroughfare. 

In the years after the Oklahoma City bombing, the General Services Administration , which owns the 
Akron building and leases it to the judiciary, installed concrete barriers along the north side in an effort to 
prevent a deadly car bomb. 



. . Lieberth said the building plans were not final and would be changed to ensure the courthouse's 
;curity. 


The conflict conies at a time when many federal judges are feeling besieged, Mr, Sellers said. “I’ve worked 
here almost 20 years,” he said, “and yes, I can say that the cumulative effect of all these events is to leave 
judges wondering where and when are they ever going to be totally safe.” 

Most judges took advantage of money approved by Congress in 2005 to install security systems in their 
homes. Judge Lefkow said. 

A federal jud^ here, John Adams, said that after the murder of Judge Lefkow’s femily members, he took 
a weapons training class and received a permit to carry a concealed gun. 

In April, the Senate passed the Court Security and Improvement Act, which would allow judges to redact 
personal information like their home address from financial disclosure statements and would increase 
criminal penalties against people who use judges' personal data to make threats. The bill also would 
increase financing for the United States Marshals Service, which protects federal judges, by $20 million 
annually. Similar legislation is being considered by the House Judiciary Committee. 

Copyright 2007 TbaSew.YmX Timas Company 
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AGENDA 


Monday, May 21, 2007 
Congressional Guests 


A. Introductions 

B. Foreclosure Caseload 

C. Appreciation for support for; 

• FY07 Appropriation 

• Financial Disclosure Statement Redaction Legislation 

• Residential Security 

D. FY 08 Judiciary Appropriation 

E. Judgeship Legislation and Judicial Vacancies 

• Renewal of Northern District of Ohio Temporary Judgeship 

• S. 1327 - A bill to create and extend certain temporary district court 
judgeships 

F. Court Security 

• Akron Courthouse 

• The Court Security Improvement Act of 2007 

G. New Toledo Court House 

H. Pro Bono Civil Case Reimbursement Program 

• In early 2007, the Court established a Pro Bono Civil Case Protocol through 
which counsel may be assigned, at the discretion of the Judicial officer, to 
represent a pro se litigant in a civil case. The Court will reimburse assigned 
counsel for certain expenses incurred in providing representation up to 
$1,500. 
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I. Pretrial Services and Probation 

• Project Penalty Awareness 

• National Defendant/Offender Workforce Development Program 

J. Federal Courts Improvement Legislation 

K. Northern District of Ohio Annual Report 
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- District Judges - 

Chief Judge James G. Carr * 
Solomon Oliver, Jr. * 
Kathleen M. O’Malley * 
Peter C. Economus * 
Donald C. Nugent * 
Patricia A. Gaughan 
James S. Gwin * 

Dan A. Polster * 

John R. Adams 
Christopher A. Boyko * 
Jack Zouhary 
Sara Lioi 

- Senior District Judges ~ 

Ann Aldrich 
David D. Dowd, Jr. 

David A. Katz 
Lesley Wells * 

" Magistrate Judg(» ~ 

David S. Perelman 
James S. Gallas 
Patricia A. Hemann 
Vernelis K. Armstrong 
Nancy A. Vecchiarelli 
George J. Limbert 
William H. Baughman, Jr. 
Kenneth S. McHargh 

" Bankruptcy Judges ~ 

Chief Judge Randolph Baxter 
Richard L. Speer 
Marilyn Shea-Stonum 
Pat E. Morgenstern-Ciarren 
Russ Kendig 
Mary Ann Whipple 
Arthur I. Harris * 

Kay Woods 


* In attendance 
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United States District Court 
Northern District of Ohio 

Foreclosure Case Filings 
May 21, 2007 

During the past three years, the Northern District of Ohio has witnessed an unprecedented 
increase in foreclosure case filings. Historically, most foreclosure cases have been filed in state 
courts. However, due to a substantial increase in foreclosures both nationally and locally, as well 
as a significant backlog of foreclosure cases that have developed in local state courts, parties that 
can pursue their foreclosure actions in federal courts under diversity jurisdiction have begun to 
do so, which has resulted in a large increase in workload for this Court. Lenders can bring 
foreclosure cases in federal courts under diversity jurisdiction when they are from separate states 
than those who defaulted on the loans. The shift from local lending to the predominance of 
national mortgage companies has thus increased the number of cases that can be brought in 
federal courts. 

In past years, the Northern District of Ohio typically received fewer than a dozen new 
foreclosures cases per year. The upward trend in foreclosure filings is both unmistakable and 
dramatic. The Court had 1 1 foreclosure cases filed in 2001, six in 2002, eight in 2003, but then 
34 in 2004 (with an increase beginning at year end), 220 in 2005, 383 in 2006 and 406 in less 
than the first five months of 2007. 

Today's foreclosures impose significant costs not only on borrowers and lenders, but on 
the courts. While the impact on lenders, borrowers, and other entities that are direct parties to the 
mortgage transaction is well known, the costs that these mortgage failures impose on courts are 
not understood because third party costs are difficult to identify, and therefore often go 
undetected. In federal courts, the U.S. Marshals Service typically oversees foreclosure sales just 
as the local sheriffs office oversees the sales of property in foreclosure cases brought in state 
courts. In Northern Ohio, however, the U.S. Marshals Service did not possess the time, 
manpower or other resources to manage the increasing number of foreclosure sales. Instead, the 
Court has had to appoint a panel of master commissioners who arrange for the properties to be 
appraised by three certified appraisers, advertise and conduct the sales, collect the proceeds and 
report back to the Court. The Court Clerk’s Office has to appoint a master commissioner to each 
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case, train the master commissioners in their duties, collect a deposit from the plaintiff/lenders to 
cover the costs of the master commissioners and the appraisers, and distribute the funds to the 
appropriate individuals after the sales are complete. Managing funds requires the Court’s 
finance department to open up a financial case file for each foreclosure, collect deposit funds and 
cut checks to as many as five entities per case including the master commissioner, three 
appraisers, and the purchaser or lender. With an expected increase of 150 new foreclosure cases 
per month, that means distributing 750 additional checks per month or 9,000 more per year. To 
put that in perspective, the Court previously cut and distributed about 1 ,200 checks per month or 
14,400 per year for both its entire caseload and all administrative duties, which means the Court's 
workload has increased 62% in the financial area alone (aside from the judicial workload 
presented by these cases) without any increase in staffing or resources. 

The Northern District of Ohio was one of the first federal courts to be impacted by tlie 
increase in foreclosure filings, but we now understand that diversity foreclosure actions are being 
brought in significant numbers in the Southern District of Ohio and federal actions may also be 
increasing in other districts. The impact and costs associated with the foreclosure crisis are 
shifting from the states to the federal government imposing a greater burden on the effective use 
of taxpayer dollars and highlighting the seriousness of the crisis. 
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Foreclosure Case Status Report 
United States District Court 
Northern District of Ohio 
April 30, 2007 

1. 2001 - 2007 Foreclosure Filings 

• Historically, foreclosure case filings have been relatively low over the past 
10 years averaging less then 10 cases per year before 2004. 

• In 2004, there were 34 cases filed, 

• Filings increased dramatically in 2005 to 220 cases. 

• In 2006, there were 383 cases filed. 


Foreclosure Case Filings 2001 - 2007 



2001 2002 2003 2004 2005 2006 2007 


1 




FY 2007 Appropriations 


The Judiciary is very appreciative of the funding Congress provided in FY 
2007. Although we were very concerned about the prospect of a hard 
freeze for the courts in FY 2007, Congress responded to those concerns 
and provided funding for the Judiciary sufficient to maintain current on- 
board staffing levels in the courts as well as to hire 200 new staff to 
address some of our immigration-related workload needs. 

We are aware that hundreds of Executive Branch programs were funded 
at or below FY 2006 levels, and we are very appreciative for the funding 
level we received. The Judiciary assures the Congress that these 
resources will be used wisely. 
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Redaction of Financial Disclosure Reports 

1, Update: On March 21, 2007, the House of Representatives passed H.R. 1130, the “Judicial 
Disclosure Responsibility Act,” by a vote of 415-0. The bill was received in the Senate and 
referred to the Committee on Homeland Security and Governmental Affairs. 

On April 19, 2007, the Senate passed H.R. 1130, the “Judicial Disclosure Responsibility Act,” 
clearing the measure for anticipated signing by the President. 

Issue Description; H.R. 1130 would reinstate through December 31, 2009 the authority of the 
Judicial Conference to redact information from financial disclosure reports where the release of 
that information would endanger the filer. The bill also expands the authority to allow redaction 
where the release of the information could endanger a member of the filer’s family. The language 
of the bill is identical to sections 102 and 103 of H.R. 660, the “Court Security Improvement Act 
of 2007” and the companion Senate bill, S. 378. (See “Court Security” for additional information 
on those bills.) 


Legislative History: H.R. 1130, the “Judicial Disclosure Responsibility Act,” was introduced 
February 16, 2007 and referred to the Committee on the Judiciary. 

On February 28, 2007, the House Judiciaiy' Committee voted unanimously to report the bill 
favorably. During the mark-up session, the Committee rejected an amendment offered by 
Representative F. James Sensenbrermer (R-WI) that would have made the redaction authority 
permanent, rather than extending it to December 3 1, 2009. Both Republican and Democratic 
members indicated that they preferred a permanent authority. However, because there was an 
urgent need to reinstate the redaction authority which had expired at the end of 2005 and it was 
anticipated the Senate would reject a grant of permanent authority, they preferred to enact the 
temporary authority and seek to make it permanent in legislation to be taken up later. 
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H.R.1130 

Title: To amend the Ethics in Government Act of 1978 to extend the authority to withhold from 
public availability a financial disclosure report filed by an individual who is a judicial officer or 
Judicial employee, to the extent necessary to protect the safety of that individual or a family 
member of that individual, and for other purposes. 

Sponsor: Re o Convers. lohn. Jr. [MI-14] (Introduced 2/16/2007) Cosponsors (6) 

Latest Major Action; Became Public Law No: 110-24 [GPO: Text. PDF] 

House Reports: 110-59 


Jump to: Summary, Maior Actions. All Ac tions. Ittles, Cosponsors, Committees , Rel ated B ill 

Details . Amendments 


SUMMARY AS OF: 

5/3/2007~Public Law. (There are 4 other summaries J 

(This measure has not been amended since it was introduced. The summary of that 
version is repeated here.) 

Judicial Disclosure Responsibility Act - Amends the Ethics In Government Act of 1978 to: (1) 
restrict disclosure of personal information about family members of Judges whose revelation 
might endanger them; and (2) extend through 2009 the authority of the Judicial Conference to 
redact certain personal information of Judges from financial disclosure reports. 

Specifies addition types of information the Administrative Council of the U.S. Courts must 
Include in Its annual report to certain congressional committees on redaction of Judicial financial 
disclosure reports. 


MAJOR ACTIONS: I'i 

2/16/2007 Introduced in House 

3/20/2007 Reported by the Committee on Judiciary. H. Rept. 110-59 . 

3/21/2007 Passed/agreed to in House: On motion to suspend the rules and pass the bill Agreed 
to by the Yeas and Nays: (2/3 required); 415 - 0 fRoll no. 1 77V 

4 / 19 / 200 ? Senate Committee on Homeland Security and Governmental Affairs discharged by 
Unanimous Consent. 

4 / 19/2007 Passed/agreed to in Senate; Passed Senate without amendment by Unanimous 
Consent. 

5/3/2007 
5/3/2007 


Signed by President, 

Became Public Law No: 110-024 [Text, PDF] 


ALL ACTIONS; 


http;//tlioinas.loc.gov/cgi-biii/bdquery/z?dll0:HR0H30:@@@L&suiinn2=in& 
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■ 1 / 1 &/ 7 . 007 -. 

Referred to the House Committee on the Judiciary, 

2/28/2007; 

Committee Consideration and Mark-up Session Held. 

2/28/2007: 

Ordered to be Reported by Voice Vote. 

3/20/2007 6;38prn; 

Reported by the Committee on Judiciary. H, Rept. 110-5 9. 

3/20/2007 6:38prn: 

Placed on the Union Calendar, Calendar No. 30. 

3/21/2007 5:32pm: 

Ms. Sanchez, Linda T. moved to suspend the rules and pass the bill. 

3/21/2007 S;33pm: 

Considered under suspension of the rules, (consideration: CR tl27S7::2788) 

3/21/2007 5:42pm: 

At the conclusion of debate, the Yeas and Nays were demanded and ordered. Pursuant to 
the provisions of clause 8, rule XX, the Chair announced that further proceedings on the 
motion would be postponed. 

3/21/2007 6:54pm; 

Considered as unfinished business, (consideration; CR H2795-2796 1 

3/21/2007 7:03pm: 

On motion to suspend the rules and pass the bill Agreed to by the Yeas and Nays: (2/3 
required); 415 - 0 f Roll no. 177 1. (text: CR H 2787 1 

3/21/2007 7:03pm: 

Motion to reconsider laid on the table Agreed to without objection. 

3/22/2007: 

Received in the Senate and Read twice and referred to the Committee on Homeiand 
Security and Governmental Affairs. 

4/19/2007: 

Senate Committee on Homeland Security and Governmental Affairs discharged by 
Unanimous Consent, (consideration: CR 34788 1 

4/19/2007: 

Passed Senate without amendment by Unanimous Consent. 

4/19/2007: 

Cleared for White House. 

4/20/2007: 

Message on Senate action sent to the House. 

4/24/2007: 

Presented to President. 

5/3/2007: 

Signed by President. 

5/3/2007: 

Became Public Law No: 110-24. 


TITLE(S): {italics indicate a title for a portion of a bill) 

. SHORT TITLE(S) AS INTRODUCED: 

Judicial Disclosure Responsibility Act 

. SHORT TITLE(S) AS REPORTED TO HOUSE: 


http://aiomas.loc.gov/cgi-bin/bdqusry/z?dU0:HR01130:@(g@L&suinrn2=m& 
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Judicial Disclosure Responsibility Act 

. SHORT TITLE(S) AS PASSED SENATE: 

Judicial Disclosure Responsibility Act 

. SHORT TITLE(S) AS ENACTED; 

Judicial Disclosure Responsibility Act 

. OFFICIAL TITLE AS INTRODUCED: 

To amend the Ethics in Government Act of 1978 to extend the authority to withhold from 
public availability a Unancial disclosure report filed by an individual who Is a judicial officer 
or judicial employee, to the extent necessary to protect the safety of that individual or a 
family member of that individual, and for other purposes. 


COSPONSORS(6), ALPHABETICAL [followed by Cosponsors withdrawn]: (Sort: b y date ] 

Ren Cannon. Chris [UT-3] - 2/16/2007 Re p Forbes. J. Randy [VA-4] - 2/1S/2007 
Ra o Goodlatte. Bob [\/A-6] - 2/16/2007 Rep Sanchez. Linda T. [CA-39] - 2/16/2007 
Rep Sc ott, Robert C . [VA-3] - 2/1S/2007 Re p Smith. Lamar [TX-2i] - 2/16/2007 

COMMnTEE(S): 

Committee/Subcominittee: Activity: 

House Judiciary Referral, Markup, Reporting 

Referral, Discharged 


RELATED BILL DETAILS: 

***NONE*** 


AMENDMENT(S): 


THOMAS Home ! Contact i Accessfbility 1 Legal ! FirstGov 


http://thomas.loc.gov/cgi-bin/bdquery/z7dl 10;HR01130:@@@L&suinin2=m&. 
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Judicial Disclosure Responsibility Act (Enrolled as Agreed to or Passed by Both House 
and Senate) 


-H.R.1130- 


H.R.1130 


One Hundred Tenth Congress 
of the 

United States of America 

Begun and held at the City of Washington on Thursday, 
the fourth day of January, two thousand and seven 
An Act 

To amend the Ethics in Government Act of 1978 to extend the authority to withhold from public 
availability a financial disclosure report filed by an individual who is a judicial officer or judicial 
employee, to the extent necessary to protect the safety of that Individual or a family member of 
that individual, and for other purposes. 

Be it enacted by the Senate and House of Representatives of the United States of America 
in Congress assembled. 


SECTION 1. SHORT TITLE. 

This Act may be cited as the ' Judicial Disclosure Responsibility Act'. 

SEC. 2. PROTECTION OF FAMILY MEMBERS. 


http://thomas.loc.gov/cgi-bin/query/D?cnO:3:./temp/~cllOTz7ZMg:: 
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Section 105(b)(3) of the Ethics in Government Act of 1978 (5 U.S.C. App.) is amended— 

(1) in subparagraph (A), by inserting 'or a family member of that individual' after 
"that individual'; and 

(2) in subparagraph {B)(i), by inserting 'or a family member of that individual' after 
'the report', 

SEC. 3. FINANCIAL DISCLOSURE REPORTS. 

(a) Extension of Authority- Section 105(b)(3) of the Ethics in Government Act of 1978 (5 
U.S.C. App.) is amended by striking '2005' each place that term appears and inserting 
'2009'. 

(b) Report Contents- Section 105(b)(3)(C) of the Ethics in Government Act of 1978 (5 
U.S.C. App.) is amended— 

(1) in clause (11), by striking 'and' at the end; 

(2) in clause (iii), by striking the period at the end and inserting a semicolon; and 

(3) by adding at the end the following: 

' (iv) the nature or type of information redacted; 

' (v) what steps or procedures are in place to ensure that sufficient information is 
available to litigants to determine if there is a co.nfiict of interest; 

' (vl) principles used to guide implementation of redaction authority; and 

' (vii) any public complaints received relating to redaction.'. 

Speaker of the House of Representatives. 


Vice President of the United States and 
President of the Senate. 
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FY 2008 Appropriations 

1. Update: The fiscal year 2008 appropriations process officially began on February 5, 2007 with 
the transmittal of the President’s budget to Congress. On March 21, 2007, Judge Julia Gibbons 
(6th Cir.) Chair of the Judicial Conference’s Budget Committee, and AO Director James C, Duff, 
testified before the House and Senate Appropriations Subcommittees on Financial Services and 
General Government in support of the Judiciary’s FY 2008 budget request. 

Issue Description: The Judiciary requests $6.43 billion in appropriations in FY 2008. This 
amount is $80 million below the $6,51 billion included for the Judiciary in the President's FY 
2008 Budget. The Judiciary revised its FY 2008 budget request downward as a result of FY 2007 
enacted appropriations and other changes that reduced our funding needs. The Judiciary's revised 
FY 2008 request reflects a 7.6 percent increase over the FY 2007 enacted level. 

Of the $452 million increase being requested for FY 2008, $390 million (86 percent) is required 
to maintain current services for Judiciary accounts to cover standard pay and non-pay inflationary 
adjustments, and for adjustments to base to cover increases in the Judiciary’s space, information 
technology, defender services, and court security programs. 

The remaining $62 million is for program enhancements for courthouse security, information 
technology improvements, and for an enhancement in the Defender Services program to increase 
the hourly rate paid to private panel attorneys representing indigent defendants in non-capital 
federal criminal cases. The Judiciary is not requesting any new staff for clerks and probation 
offices in the FY 2008 budget request. 

The goal of the FY 2008 request is to sustain the staffing gains achieved in FY 2007. After a 
decade of steady workload growth that was not matched with similar growth in staffing 
resources, the courts’ workload has finally begun to stabilize. With the funding provided in FY 
2007, clerks and probation offices will be able to hire more than 200 staff to address critical 
workload needs and partially close the gap between workload and staffing. 
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JUDGESHIP LEGISLATION AND JUDICIAL VACANCIES 

1. Update: At its March 2007 meeting, the Judicial Conference approved a recommendation 
requesting the creation of additional Article HI judgeships and conversion of temporary' 
judgeships into permanent judgeships in the U.S. courts of appeals and the district courts. The 
recommendations call for: 

13 additional permanent judgeships and two temporary judgeships to the courts of appeals; 

38 additional permanent judgeships and 14 temporary judgeships to the district courts; 

the conversion of five existing temporary judgeships in the district courts to permanent 
positions; and 

the extension of one existing temporary district court judgeship. 

The proposed recommendations would also confer Article III status on the judgeships authorized 
for the U.S. Virgin Islands and would make necessary conforming amendments to existing 
statutes. A summary of the 2007 Judicial Conference Judgeship Recommendations is contained 
in Appendix E. The recommendations have been transmitted to the leadership of the Congress 
and the Judiciary Committee. Briefings are being conducted with key staff of those committees 
and with member offices representing districts affected bj' the proposed changes. 


Issue Description: Judgeship recommendations are approved by the Conference on a biennia! 
basis and are then provided to Congress. During the past session of Congress however, the issue 
of creating new judgeships became linked with legislative efforts to reorganize the U.S. Court of 
Appeals for the Ninth Circuit into two or three new circuits. Although the Ninth Circuit split 
issue may not be a major issue this session, political concerns may still present considerable 
obstacles to achieving action on a substantial judgeship package during this Congress. 

Judicial Vacancies 

As of April 23, 2007, there are 48 Article III judicial vacancies: 14 on the courts of appeals, 34 
on the district court. There are 16 judicial emergencies. The Senate has confirmed 15 judicial 
nominations this session: 2 on the Court of Appeals, 13 on the District Courts. A list of judicial 
vacancies and nominees is attached as Appendix F. See the attachment to Appendix F for the 
definition of j udicial emergency as revised by the Judicial Conference in March 1 999 and further 
revised in December 2001. 
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May 14, 2007 


Senator George V. Voinovich 
524 Hart Senate Office Building 
Washington, D.C. 20510 

Re.: S. 1327 - Renewal of Temporary Judgeship 

Dear Sen. Voinovich: 

I have been informed that you are a co-sponsor of the legisl^ion to renew the temporary 
judgeship in our District. 

On behalf of our Court and the citizens whom it serves, I write to express our gratitude for your 
leadership on this important legislation. 

Once concurrent legislation is proposed in the House, members of our Court will do what we can 
to call it to the attention of the Representatives whose districts lie within our Court's jurisdiction. 

If, in the meantime, you or any member of your staff has any questions, desires further 
information, or wishes to suggest anything further that we can do to help have the judgeship 
renewed, please contact me at your convenience. 


Sincerely yours, 




James G. Carr 
Chief Judge 
U.S. District Court 


cc: Senator Sherrod Brown 

Mr. William Jawando, Sen. Brown’s Office 
Mr. Doug Dziak, Sen. Voinovich’s Office 
Geri M. Smith, Clerk of Court 
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S 1327 IS 


noth CONGRESS 
1st Session 

S. 1327 

To create and extend certain temporary district court judgeships. 

IN THE SENATE OF THE UNITED STATES 
May 8, 2007 

Mr. LEAHY (for himself, Mr. BROWNBACK, Mrs. FEINSTEIN, Mr. HAGEL, Mr. INOUYE, Mr. 
ROBERTS, Mr, BROWN, Mr. VOINOVICH, Mr. NELSON of Nebraska, Mrs. BOXER, and Mr, 
AKAKA) Introduced the following bill; which was read twice and referred to the Committee 
on the Judiciary 


A BILL 

To create and extend certain temporary district court judgeships. 

Be it enacted by the Senate and House of Representatives of the United States of 
America in Congress assembled, 

SECTION 1. TEMPORARY JUDGESHIPS FOR DISTRICT COURTS. 

(a) Additional Temporary Judgeships- 

(1) IN GENERAL- The President shall appoint, by and with the advice and 
consent of the Senate-- 

(A) 1 additional district judge for the eastern district of California; and 

(B) 1 additional district judge for the district of Nebraska. 

(2) VACANCIES NOT FILLED- The first vacancy in the office of district judge in 
each of the offices of district judge authorized by this subsection, occurring 10 
years or more after the confirmation date of the judge named to fill the 
temporary district judgeship created in the applicable district by this subsection, 
shall not be filled. 

(b) Extension of Certain Temporary Judgeships- Section 203(c) of the Judicial 
Improvements Act of 1990 (Public Law 101-650; 28 U.S.C. 133 note) is amended— 


http://thoinas.Ioc.gov/cgi-bin/query/C7cl lOc/temp/'-cl 10dqxu4v 
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(1) in the second sentence, by inserting 'the district of Hawaii/ after 
' Pennsylvania,'; 

(2) in the third sentence (relating to the district of Kansas), by striking ' 16 
years' and inserting '26 years'; 

(3) in the fifth sentence (relating to the northern district of Ohio), by striking 
' 15 years' and inserting '25 years'; and 

(4) by inserting 'The first vacancy in the office of district Judge in the district of 
Hawaii occurring 20 years or more after the confirmation date of the Judge 
named to fill the temporary judgeship created under this subsection shall not be 
filled.' after the sixth sentence. 


t/VD 
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Court Security Legislation 

Update : On May 3rd, the House Judiciary Committee's Subcommittee on Crime, Terrorism 
and Homeland Security (Chairman Scott, D-VA) held a hearing on H.R, 660, the Court Security 
Improvement Act of 2007. Testimony was given by Judge David Sentelle, Chairman of the 
Judicial Conference Committee on Judicial Security, in support of the provisions in the bill. The 
bill is expected to be considered by the Subcommittee in the coming weeks although no date has 
yet been set. 

The Senate version of the bill passed on April 19, 2007. 

Issue Description : Both bills contain several important Judicial Conference-supported 
security provisions, including authority of the Judicial Conference to redact sensitive information 
from judges’ financial disclosure forms, new penalties for the malicious filing of fictitious liens, 
and a requirement that the US Marshals Service consult with the Judicial Conference on matters 
relating to court security. The bill also contains a Judicial Conference-supported provision that 
gives Magistrate judges and Bankruptcy judges Federal Employees Group Life Insurance 
coverage that is comparable to that of Article III judges. The bill also contains two provisions 
that increase the role of senior judges in local court governance. One would give senior judges a 
greater role in the selection of Magistrate judges, a provision which is opposed by the Judicial 
Conference, The only amendment to the bill would eliminate the twelfth judgeship from the 
Court of Appeals for the D.C. Circuit and add one the Ninth Circuit, 

Legislative History : The “Court Security Improvement Act of 2007,” S. 378, was 
introduced on January 24, 2007 by Senator Patrick Leahy (D-VT), Chairman of the Judiciary 
Committee. On the same day, Representative John Conyers, Jr. (D-MI) introduced an identical 
bill in the House as H.R, 660. Judge D. Brock Hornby, Chair of the Judicial Conference 
Committee on the Judicial Branch, submitted a statement to the Senate Judiciary Committee at 
its February 14, 2007 hearing on “Judicial Security and Independence.” In his statement on 
behalf of the Judicial Conference, Judge Hornby noted that several attacks on judges, their 
families, and court employees illustrated security breaches that have caused all judges to be 
concerned for their safety and well-being. He stated that it would contribute significantly to the 
security of federal judges and their families. On March 1 , 2007 the Senate Judiciary reported out 
of committee on a voice vote S. 378, the “Court Security Improvement Act of 2007.” 
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Toledo Court House Executive Summary 
May 16, 2007 


After years of seeking funding, beginning in 1999 the Toledo Court House was initially 
slated for Design in 1999 and Construction in 2001. This Court House, built in 1932, recently 
scored 4 out of a possible 100 points in overall security in a U. S. Marshals Service National 
Security Survey, attributable to the following: no secure elevator for prisoner transport, no 
secure corridors nor elevator for judges, no secure corridors for prisoner conveyances to and 
from the courtroom, and no secure parking forjudges and courthouse personnel. Additionally, 
the building has a completely inadequate fire/life safety system including only one enclosed fire 
stair, which is not accessible to the public on most floors, and no fire suppression system. 

1 . Site Improvements and Design - Congressional Appropriation of $6.5 Million in FY 
2004. GSA has already obtained the site and the design architect has been selected. Our design 
efforts were frozen by a cost containment moratorium imposed by the Judicial Conference upon 
all new courthouses while the U.S. Courts Design Guide was being reviewed for modifications 
in an attempt to reduce construction and operating costs. In June 2006, the Judicial Conference 
approved an exemption from the moratorium for the Toledo Court House to commence design. 
In September of 2006, the Judicial Conference lifted the moratorium for all new courthouse 
projects. GSA currently anticipates commencing design in November of 2007. 

2. Construction - Currently Congressional appropriations for construction will be sought 
by the Administrative Office of the U.S. Courts through GSA for FY 201 1 . However, the 
Toledo Court House design will be ready to begin constraction in FY 2010, and the Court would 
ask your support in seeking to expedite Congressional approval of construction funding to FY 
2010. 


In an effort to reduce construction costs and future rent costs, the Court elected to reduce 
the size of the New Toledo Court House by one courtroom and associated spaces. Revisions to 
the U.S. Courts Design Guide have lead to additional space reductions, resulting in a 12% 
reduction in the current space requirement for the District Court. 

Anticipated tenants for the new Court House are the District and Magistrate Judges, the 
Clerk’s Office, the Pre-trial Services and Probation Office (currently in leased space), the Circuit 
Satellite Library, the U.S. Marshal, and the U.S. Attorney (currently in leased space). It is also 
my understanding that Congressional offices are also being planned for the new Court House. 
The Bankruptcy Court would remain in the existing Court House with hopes to complete a 
renovation, as was done here in Cleveland in the Howard M. Metzenbaum Court House. 
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FY 2008 Courthouse Construction Program 

Update : The House Subcommittee on Economic Development, Public Buildings and 
Emergency Management (Committee on Transportation and Infrastructure), which authorizes 
courthouse construction projects, held a hearing on May 10, 2007 on the General Services 
Administration’s (GSA’s) FY 2008 public buildings program. On May 1 8, 2007, the House 
Subcommittee on Economic Development, Public Buildings and Emergency Management 
marked up authorizing resolutions for the projects proposed by GSA in FY 2008, but it did not 
authorize any new courthouse construction projects. 

Issue Description : The Judiciary proposed ten courthouse construction projects for FY 
2008, but the President’s FY 2008 budget included only partial funding for one project, Buffalo, 
NY. The Judiciary’s FY 2008 list included the seven projects proposed for FY 2007 (see 
previous section), but not yet funded at that time, plus projects in Jefferson City, MO; Mobile, 
AL; and Rockford, IL. The first four projects on this list, including the Buffalo project, are now 
being funded under the FY 2007 continuing appropriations resolution, leaving six projects that 
still require funding on the Judiciary’s FY 2008 list. 

Legislative History : The President’s budget for fiscal year 2008 was transmitted to 
Congress on February 5, 2007. The GSA section of the budget included only $47 million for 
construction of a new courthouse in Buffalo, NY and no other courthouse construction funding. 
This was just a portion of the funding required for the Buffalo project. The budget had been 
approved prior to passage of the fiscal year 2007 continuing resolution, and at a time when the 
Senate version of the FY 2007 appropriations bill had included the remainder of the Buffalo 
funding. The budget also included $183 million for two courthouse repair and alteration projects 
- $12.8 million for the C. Clifton Young Federal Building and Courthouse in Reno, NV, and 
$171 million for the Thurgood Marshall U.S. Courthouse inNew York, NY. 

The House Appropriations Subcommittee on Financial Services and General Government 
held a hearing on GSA’s FY 2008 budget for public buildings on April 1 8, 2007. 

Judicial Conference Position : In March 2007, the Judicial Conference approved a new 
five-year (FY 2008-2012) plan for courthouse construction, with ten projects proposed for fiscal 
year 2008, at a total funding level of $703.2 million. Four of those projects have now been 
funded, as noted above, thereby reducing the fiscal year 2008 requirements. Director Duff 
transmitted the plan to leaders of the congressional appropriations and authorizing committees on 
March 26, 2007. 
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Pro Bono Civil Information 

Pro Bono Civil Case Program 

Local Civii Rule 83. 1 0 Assignment of Pro Bono Counsel 

At the discretion of the judicial officer, counsel may be assigned to represent a pro se 
litigant in a civil case pursuant to the Court’s Pro Bono Civil Case Protocol. Assignment of 
counsel is not a right of a pro se lifigant but may be utilized in those limited cases where 
the judicial officer believes such an assignment is warranted. Pursuant to the Protocol, a 
judicial officer may instruct the Clerk’s Office to select counsel with experience in the 
subject matte'- of the case from the list of attorneys who have volunteered to provide Pro 
Bono services. The Court will reimburse assigned counsel, pursuant to the Pro Bono Civil 
Case Protocol, for certain expenses incurred in providing representation up to $1,500. 


Pro Bono Protocol (General Order 2007-02) 


Appiicabon J;p[. Attprney^yOiunieers 

Reimbursement Voucher and instructions 
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Project Penally Awareness 

Pretrial Services in the Northern District of Ohio has recently launched a public service project 
aimed at educating the public about federal drug statutes and penalties. The goal of the program, 
entitled “Project Penalty Awareness” is to provide individuals with a knowledge of what 
eonstitutes a federal drug offense and the sentences that typically accompany such crimes. 
Ideally, if after seeing the program, an individual who otherwise may have chosen a life of drug 
trafficking, chooses not to engage in drug-related offenses, then the program was a success. 

“Project Penalty Awareness” consists of a multi-media effort to educate the public, specifically 
groups of individuals who may be pre-disposed to engage in drug trafficking activities, about 
federal drug trafficking offenses and penalties. Printed materials such as posters and pamphlets 
have been designed and oral presentations have been made to local groups in the Cleveland, 
Ohio, area. 

Below is a list of several of the federal statutes that this project is focusing on: 

Title 21, TJ.S.C. § 841 - Possession with Intent to Distribute a Controlled Substance 


Cocaine Powder (500 grams - 5 kilos) 

5- 

40 years 

Cocaine Powder (5 kilos or more) 

10 

- Life 

Crack (5 - 50 grams) 

5- 

40 years 

Crack (50 grams or more) 

10 

- Life 

Heroin (100 grams - 1 000 grams) 

5- 

40 years 

Heroin (1 kilo or more) 

10 

- Life 

Marijuana (1 kilo - 100 kilos) 

5 - 

40 years 

Marijuana (100 kilos or more) 

10 

- Life 

Methamphetamine (5 - 50 grams) 

5- 

40 years 

Methamphetamine (50 grams or more) 

10 

- Life 


* If an offender has one prior felony drug conviction, the penalties double. 

** If an offender has two or more felony drug convictions, the statutory penalties for 

the greater amounts of drugs is mandatory life in prison. 

Title 21, U.S.C. § 846 - Conspiracy to Possess with Intent to Distribute a Controlled 
Substance 


Same penalties as listed above 
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Title 21, U.S.C. § 843 - Use of a Communication Device to Facilitate a Drug Trafficking 
Offense 

First Offense: 

Up to four years imprisonment 
Second Offense: 

Up to eight years imprisonment 

Title 18, U.S.C. § 924(c) - Carrying a Firearm During a Drug Trafficking Crime or Violent 
Crime 


First Offense: 

Possession 5 years (mandatory and consecutive to any other sentence) 

Brandish 7 years (mandatory and consecutive to any other sentence) 

Discharge 1 0 years (mandatory and consecutive to any other sentence) 

Second Offense: 

25 years (mandatory and consecutive to any other sentence) 

Title 18, U.S.C. § 4 - Misprision of a Felony 

Up to 3 years imprisonment, up to $250,000 fine 


Enhanced Penalties in Addition to Mandatory Minimum Sentences and Other Applicable 
Penalties: 

Title 21, U.S.C. § 859 - Distribution to Persons Under Age 21 

Title 21, U.S.C. § 860 - Distribution within 1,000 feet of school, playground, public housing 
facility, or within 100 feet of a youth center, public swimming pool or video arcade 

First Offense: 

Twice the maximum penalties 
Second Offense: 

Three times the maximum penalties 

Title 21, U.S.C. § 841 - If Death or Serious Bodily Injury Results From Distribution 

Mandatory Life Imprisorrment 
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National Defendant/Offender Workforce Development Program 

A little more than a year ago, the Office of Probation and Pretrial Services 
(OPPS) formalized a national Defendant and Offender Workforce Development 
(DOWD) Program birth in the Missouri Eastern, but also consisting of Ohio Northern, 
North Carolina Eastern, Washington Western, and Hawaii. This working group has 
worked on setting the standards and criteria for other districts to implement the 
program. Since then, more than 25 districts and more than 100 probation and pretrial 
services officers across the country have caught "the workforce development fire.” 

This comprehensive curriculum is certified by the National Career Development 
Association and meets all the training competencies for certifying global career 
development facilitators. The core competencies provide participants with information 
(on labor market trends, job retention, career theory, etc.) to help individuals with 
criminal records make informed and strategic decisions about their future. With the 
help of organizations such as Connections to Success, Goodwill Industries, Productive 
Workforce Development, and many others, the Eastern District of Missouri co- 
sponsored the first two DOWD Conferences in 2005 and 2006. These conferences help 
participants develop collaborative partnerships and implement a DOWD initiative in 
their jurisdictions. 

The Western District of North Carolina hosted our third conference this past 
March titled “Road to Re-Entry: Defendant/Offender Workforce Development 
Conference.” With the help of conference planning committee members, DOWD points 
of contact Janie Propst and Debbie Fackre// (North Carolina Western Probation) 
spearheaded this conference. More than 650 people from as far away as Puerto Rico, 
Guam, and the Mariana Islands enjoyed a myriad of outstanding keynote and workshop 
speakers. Attendees included offenders, federal probation and pretrial services officers, 
representatives from the Federal Bureau of Prisons (BOP), NIC, the U.S. Departments 
of Labor and Veterans Affairs, state departments of corrections, faith-based and other 
community organizations, colleges and universities, and employers. 


Next year the conference will be held in Cleveland, Ohio, April 13-16, 2008. The Northern District 
of OhioDs Pretrial Services and Probation Office will be the host agency. It is expected that more 
than 1,000 people will attend. More information will be available on the OPPS website and the 
National Career Development AssociationDs website. 
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COURTS IMPROVEMENT LEGISLATION 

1 . Update: In April 2007, the Administrative OfBce transmitted, on behalf of the Judicial 
Conference, two proposed courts improvement bills, along with their explanations. These bills 
are separated into civil and criminal packages reflecting the previous study and recommendations 
of many Judicial Conference committees. As in prior Congresses, they were provided to 
congressional leadership for the House and Senate, as well as to key committee and 
subcommittee leaders. 

Issue Description: The civil package, the “Civil Judicial Procedure, Administration, and 
Technical Amendments Act of 2007,” includes sections that would; 

Make ajuror eligible to receive a $10 supplemental fee after 5 days of service instead of 30. 

Provide a district court with discretion in following up on individuals who fail to respond to a 
jury summons. 

Allow fire and police department persormel and public officers to serve on jury duty, unless 
they request to be excused. 

Give the federal courts legislative authority to participate, like other agencies, in the Federal 
Investments Program managed by the Treasury Department for the investment of court 
registry funds. 

Adjust the disability retirement coverage and cost-of-living armuities adjustments of 

territorial judges, thereby reducing existing inequities between them and magistrate and 
bankruptcy judges. 

Extend to senior executives in the federal courts, the Federal Judicial Center, and the 

Sentencing Commission the same ability to carry over up to 720 hours of annual leave as 
that enjoyed by senior employees in the Executive Branch and the Administrative Office. 

Give the Director of the Administrative Office authority to establish a program of 
supplemental benefits for judicial officers and employees, subject to funding. 

Updates a 1939 statute to officially include magistrate judges among the judges who may be 
invited to attend circuit judicial conferences. 

The package of criminal-related proposals, the “Criminal Judicial Procedure, Administration, 
and Technical Amendments Act of 2007,” includes proposals that would: 

Allow judges to submit to the AO their wiretap data at the end of each year (as do 

prosecutors), instead of 3 0 days after each wiretap order, in preparation for the annual 
report published by the AO. 

Provide that a cliief pretrial services officer is to be chosen the same way as a chief probation 
officer - by the district court. 

Increase case compensation maximums for representation of CJA defendants in non-capital 
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cases by the same percentage as any increases in the hourly compensation rates. 

Allow a circuit chief judge to delegate to any senior circuit judge or qualified non-judicial 
officer the review of vouchers in excess of the statutory maximums. 

Make technical corrections in a probation and supervised release statute and authorizes 
intermittent confinement as a condition of supervised release. 

Provide for most fines and orders of restitution in criminal offenses to be treated as civil 
debts, payable immediately and collectable by the Department of Justice or the victim. 

Explicitly authorize the Director of the Administrative Office to provide treatment and non- 
treatment services to pretrial defendants and post-conviction offenders. 

Allow for an upward adjustment of the supervised release term for offenders with extensive 
criminal histories. 

Restore general discretion to the Bureau of Prisons in determining at what point and for how 
long an inmate may serv'e part of their sentences in a residential re-entry center. 

Modify the penalty for failure to respond to a jury duty summons by increasing the maximum 
fine from the current $100 to $5,000 and adding the potential penalty of commimity 
service. 
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Federal Courts Improvement Proposals 

Legislation supported by the Judicial Conference of the United States - 
the Policy-making Body for the Federal Judiciary 

In April 2007, the Administrative Office of the U.S. Courts, on behalf of the Judicial 
Conference of the U.S., transmitted to congressional leadership in the Senate and House of 
Representatives two proposed courts improvement bills, along with their explanations. The bills, 
which are separated into civil and criminal packages, reflect the prior study and 
recommendations of many Judicial Conference committees. Enactment of these provisions, 
which are listed below, will improve the operation and administration of the federal courts. 

CIVIL JUDICIAL PROCEDURE, ADMINISTRATION, AND 
TECHNICAL AMENDMENTS ACT OF 2007 
Sec. 2. Change in composition of divisions of Western District of Tennessee. 

Sec. 3. Supplemental attendance fee for petit jurors serving on lengthy trials, 

Sec. 4. Authority of district courts as to a jury summons. 

Sec. 5. Public drawing specifications for jury wheels. 

Sec. 6. Assessment of technology costs during trials. 

Sec. 7. Allowing jury service of police and fire officials and public officers. 

Sec. 8. Authority of bankruptcy administrators in Alabama and North Carolina. 

Sec. 9. Repeal of obsolete provision in the Bankruptcy Code relating to certain dollar amounts. 

Sec. 10. Investment of court registry funds. 

Sec. 1 1 . Disability retirement and cost-of-living adjustments of annuities for territorial judges. 

Sec. 12. Annual leave limit for judicial branch executives. 

Sec. 13. Supplemental benefits program. 

Sec. 14. Magistrate judge participation at circuit conferences. 

Sec. 1 5. Federal Judicial Center personnel matters. 

Sec. 16. Place of holding court for the Southern District of Iowa. 

CRIMINAL JUDICIAL PROCEDURE, ADMINISTRATION, AND 
TECHNICAL AMENDMENTS ACT OF 2007 
Sec. 2. Statistical reporting of wiretap orders. 

Sec. 3. Selection of chief pretrial services officers. 

Sec. 4. Attorney case compensation maximum amounts. 

Sec. 5. Expanded delegation authority for reviewing Criminal Justice Act vouchers in excess of case 
compensation maximums. 

Sec. 6. Transportation and subsistence for Criminal Justice Act defendants. 

Sec. 7. Intentional tort coverage for U.S. probation and pretrial services officers under the Federal Tort 
Claims Act, 

Sec. 8. Repeal of obsolete cross-references to the Narcotic Addict Rehabilitation Act. 

Sec. 9. Conditions of probation and supervised release. 

Sec. 10. Improvements for criminal fine collection and orders of restitution. 

Sec. 1 1 . Contracting for services for pretrial defendants and post-conviction supervision offenders. 

Sec. 12. Federal defender as ex officio member of U.S. Sentencing Commission. 

Sec. 13. Judge members of U.S. Sentencing Commission. 

Sec. 14. Foreign Intelligence Surveillance Court authorization to sit en banc. 

Sec. 15. Extended terms of supervised release. 

Sec. 16. Not profiling from crime as mandatory condition of probation and supervised release. 

Sec. 17. Order of general restitution in warranted criminal cases. 

Sec. 18. Clarification for permitted designations to residential re-entry centers. 

Sec. 19. Penalty for failure to appear for jury summons. 

Sec. 20. Clarification of penalty enhancements for recidivists. 

Office of Legislative Affairs, Administrative Office of the U.S. Courts (202-502-1700) 5/07 
Thurgood Marshall Federal Judiciary Building, One Columbus Cir., NE, Suite 7-110, Washington, DC 20544 
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Mr. Kucinich. Thank you, Judge Pianka. And I want to thank 
you for the dedicated service that you’ve given in the housing court. 
I had the chance to serve with Judge Pianka and you really have 
done an outstanding joh. Your entire testimony will he included in 
the record, and at this point we’ll go to our next witness. Next 
we’re going to hear from Professor Engel, a professor from the Mar- 
shall School of Law. 

STATEMENT OF KATHLEEN ENGEL, PROFESSOR, MARSHALL 

SCHOOL OF LAW 

Ms. Engel. Thank you. I think it’s an honor and a privilege 
to 

Mr. Kucinich. Is your mic on, please?. 

Mr. ISSA. Little green light. 

Ms. Engel. Can you hear me now? 

It’s an honor and a privilege to testify today on this critically im- 
portant issue. My name is Kathleen Engel and together with my 
co-author, Patricia McCoy, I’ve heen engaged in extensive research 
on issues related to predatory lending. I was asked today to briefly 
discuss three issues. First, the emergence of predatory lending in 
underserved neighborhoods. 

Second, the targeting of borrowers of color with abusive loans, 
and, last, the role that CRA can play in enabling and curtailing 
predatory lending. 

I’ll turn first to the growth of abusive lending in low and mod- 
erate income neighborhoods. Historically, people with weak or a 
blemished credit history were ineligible for credit. The development 
of the securitization of home mortgages and the deregulation of 
lenders in the 1990’s ushered in a new home-lending market, mak- 
ing credit available for low and moderate-income borrowers. 

The same forces led to the appearance of a new breed of unregu- 
lated lenders offering an array of subprime loan products. These 
lenders market their products in areas with the highest levels of 
pent-up demand for loan. That is neighborhoods that have not had 
access to credit in the past. 

Making credit available to borrowers in these areas is not a bad 
thing. The problem is that some of these lenders are making loans 
on terms that are, per se, harmful. These loan terms are harmful 
not only to the borrowers but to the community as you’ve observed 
in Slavic Village. 

Too often lenders are making loans knowing that borrowers ulti- 
mately will not be able to afford the repayments. We would expect 
that banks would enter the subprime loan market and undercut 
the abusive lenders with competitive products that don’t contain 
abusive terms, thus, driving the worst lenders out of the market. 

This has not happened. There are many explanations for why 
banks might be reluctant to enter the subprime market directly, 
and why banks more generally may choose to leave lower-income 
neighborhoods. Those explanations are beyond the scope of my tes- 
timony today. What is important is that because banks have little 
or no presence in these communities, abusive lenders can pro- 
liferate and exploit venerable borrowers. 

This leads me to my second point. The marketing of the most 
abusive loans are to people of color. There is increasing evidence 



191 


that, on the whole, people of color pay more for mortgage loans 
than Whites with similar incomes and credit histories. This is add- 
ing insult to injury. For centuries, this country engaged in de jure 
discrimination that prevented Blacks and Hispanics from owning 
homes. 

Laws prohibiting discrimination and programs aimed at increas- 
ing home ownership has changed the tide and led to increased 
rates of home ownership among people of color. Now, abusive lend- 
ers are taking these homeowners’ hard-fought gains in equity. 

The impact of lending abuse is not limited to people losing their 
homes. When neighborhoods experience decline because of fore- 
closure and property abandonment, all homeowners, even though 
without mortgages, see declines in their property values. Crime 
rates increase, cities lose tax revenues and cities find themselves 
spending money boarding up houses, money that could be used to 
invest in these very fragile neighborhoods. My final point addresses 
CRA’s role in predatory lending. This is also the topic of an article 
that I have attached to my testimony. The two important questions 
on this topic are, does CRA credit incentives for predatory lending 
and could CRA serve as a tool to combat predatory lending? 

I contend that the answer to both questions is yes. An unin- 
tended consequence of CRA is that it permits banks to earn CRA 
credit for financing predatory loans. For example, the bank pur- 
chases loans, it may be fulfilling its obligations under the lending 
test. Similarly, a bank that purchases securities backed by preda- 
tory loans may be able to claim credit under the investment test 
if the investments fall within CRA guidelines. Banks can also di- 
rectly finance lenders, predatory lenders, through warehouse lines 
of credit and loan guarantees. In thinking about how regulators 
can employ CRA to combat predatory lending, the minimum first 
step is to increase that lenders are not receiving CRA credits for 
financing predatory loans and predatory lenders and sanctioning 
banks that are engaging in such activities. 

In addition, CRA exams should include bank affiliates and sub- 
sidiaries, which are vehicles through which banks can engage in 
predatory lending without sanction. 

Last, regulators need to actively encourage and reward banks 
that develop loan products designed to compete with abusive lend- 
ers in underserved neighbors. These loan products should include 
vehicles through which borrowers can refinance predatory loans. 
CRA is a powerful tool that if employed more aggressively, could 
help deter predatory lending and help communities like ours re- 
cover by infusing neighborhoods with good credit products. 

Thank you again for the opportunity to present this testimony. 

[The prepared statement of Ms. Engel follows:] 
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It is an honor and privilege to testify today on this critically important topic. My 
name is Kathleen Engel and, together with my co-author, Patricia McCoy, I have been 
engaged in extensive research on issues related to predatory lending. In my testimony 
today, I will briefly discuss three topics that the Chairman asked me to address: (1) the 
emergence of predatory lending in underserved neighborhoods; (2) the targeting of 
borrowers of color with abusive loans; and (3) the role that CRA can play in enabling and 
curtailing predatory lending. 

I will turn first to the growfh of abusive lending in low- and moderate- income 
neighborhoods. Historically people with weak or blemished credit histories were 
ineligible for credit. The development of securitization of home mortgages and the 
deregulation of lenders in the 1990’s ushered in a new home lending market, making 
credit available for low- and moderate- income borrowers. The same forces led to the 
appearance of a new breed of unregulated lenders offering an array of subprime loan 
products. These lenders market their products in areas with the highest levels of pent-up 
demand for loans, that is neighborhoods that have not had access to credit in the past. 
Making credit available to borrowers in these areas is not a bad thing. The problem is 
that some of these lenders are making loans on terms that are per se harmful to borrowers 
and their communities. Too often, lenders make loans knowing that borrowers ultimately 
will not be able to afford the monthly payments. 

We would expect that banks would enter the subprime loan market and undercut 
the abusive lenders with competitive products that do not contain abusive terms, thus 
driving the worst lenders and loans from the market. This has not happened. There are 
many explanations for why banks might be reluctant to enter the subprime market and 
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why banks, more generally, may chose to leave lower income neighborhoods; those 
explanations are beyond the scope of my testimony today. What is important is that 
because banks have little or no presence in these communities, abusive lenders can 
proliferate and exploit vulnerable borrowers. 

This leads me to my second point — the marketing of the most abusive loans to 
people of color. There is increasing evidence that, on the whole, people of color pay 
more for home mortgage loans than whites with similar loans, incomes, and credit 
histories. This is adding insult to injury. For centuries, this country engaged in de jure 
discrimination that prevented blacks and Hispanics from owning homes. Laws 
prohibiting discrimination and programs aimed at increasing homeownership have 
changed the tide and led to increased rates of homeownership among people of color. 
Now, abusive lenders are taking these homeowners’ hard-fought gains in home equity. 

The impact of lending abuses is not limited to people losing their homes. When 
neighborhoods experience decline because of foreclosure and property abandonment, all 
homeowners, even those without mortgages, see declines in their property values. Crime 
rates increase, cities lose tax revenues, and cities find themselves spending money 
boarding up houses, money that could be used to invest in these fragile neighborhoods. 

My final point addresses CRA’s role in predatory lending. This is also the topic 
of the article attached to this testimony. The two important questions on this topic are: 
does CRA create incentives for predatory lending and could CRA serve as a tool to 
combat predatory lending? Pat McCoy and I contend that the answer to both questions is 
yes. 
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An unintended consequence of CRA is that it permits banks to earn CRA credit 
for financing predatory loans. For example, if a bank purchases predatory loans, it may 
be fulfilling its obligations under the lending test. Similarly, a bank that purchases 
securities backed by predatory loans may be able to claim credit under the investment test 
if the investments fall within CRA guidelines. Banks can also directly finance predatory 
lenders through warehouse lines of credit and loan guarantees. 

In thinking about how regulators can employ CRA to combat predatory lending, 
the minimum first step is to insure that lenders are not receiving CRA credit for financing 
predatory loans and predatory lenders, and sanctioning banks that are engaging in such 
activities. In addition, CRA exams should include bank affiliates and subsidiaries, which 
are vehicles through which some banks are engaged in predatory lending. Lastly, 
regulators need to actively encourage and reward banks that develop loan products 
designed to compete with abusive lenders in underserved neighborhoods. These loan 
products should include vehicles through which borrowers can refinance predatory loans. 
CRA is a powerful tool that if employed more aggressively could help deter predatory 
lending and help communities like ours recover by infusing neighborhoods with good 
credit products. 

Thank you again for the opportunity to present this testimony. 
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Chairman KUCINICH. Thank you very much for your testimony. 
And the Chair wishes to acknowledge the presence in the audience 
of Federal Judge Polster. Thank you, Your Honor, for being here. 

We’re going to move to the next member of the panel, Mr. Pollock 
from the American Enterprise Institute. Thank you so much for 
being here today. 

STATEMENT OF ALEX POLLOCK, RESIDENT FELLOW, 
AMERICAN ENTERPRISE INSTITUTE 

Mr. Pollock. Mr. Chairman and Ranking Member Issa, thank 
you very much for the chance to be here. We heard some really in- 
teresting discussion of the difference between Ohio and California 
a little earlier. I’m trying to, in my testimony, to set all of these 
discussions in the national and historical context, the written testi- 
mony, which I’ll say a word or two about, covers five issues. The 
evolution of the American banking structure, as we begin, that’s 
talking about the bank mergers. The context for the subprime 
mortgage market, delinquencies in Ohio in particular, the general 
topic of information asymmetries and, finally, my proposal for a 
one-page mortgage disclosure document, which, I believe, if we 
don’t do anything else or even if we do other things, we ought to 
do that. 

First, American banking structure briefly, in 1970 when I was 
new in the banking business, there were about 13 V 2 thousand 
banks in the United States. Now, there are about half that many, 
so we’ve had a consolidation. But they, at the same time, have 
about doubled the amount of banking offices. And relative of the 
population, the density, if you want to think about it, that way has 
increased by about 60 percent in addition, of course, to building an 
amazingly, global network, ATM network and the provision of debit 
cards, which are checking accounts in your pockets. So, the bank- 
ing consolidation on average has been accompanied by much great- 
er convenience and access to the payment systems, the banking 
system. 

On a subprime mortgage market, let me say we all know that 
there was an unsustainable expansion of subprime mortgage credit 
along with an unsustainable house price inflation. That’s now been 
reversed. We’ve had large financial losses suffered by lenders of in- 
vestors, layoffs, bankruptcy and subprime lenders. The accelerating 
delinquencies and foreclosures we discussed here this morning, the 
recession in home building, tightening liquidity, recriminations. 

As a student of financial history and one whose lived about close 
to four decades of financial history, this strikes me as displaying 
the classic patterns of credit overexpansions and ensuing busts. I 
will say one point, expansions and busts is emergency housing acts. 
We’ve had, since 1974, emergency housing acts, not counting the 
one for Katrina, which is an act of nature and not an act of finance. 

Subprime mortgages grew from about 2 V 2 percent to 13 V 2 per- 
cent of total mortgage loans, but over the last several years inter- 
estingly prime loans also increased their share. So, one might ask 
how can — these are numbers of the Mortgage Bankers Association 
I’m using here. How can the prime loans have the same increase 
at the same time as subprime? The answer is subprime basically 
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misplaced the government programs, the FHA and VA programs, 
which are also non-prime lending programs. 

If you look at the sum of subprime and the non-prime govern- 
ment programs at stake, more or less the same. One of the things 
that happened, as Ranking Member Issa pointed out, a lot of peo- 
ple experience success. If you took an extremely risky loan, and, 
let’s say, 100 percent loan with an adjustable rate, you’ve bought 
a house that went up a lot and in the house boom, you experience 
success. And it is success always that sets up the boom that sets 
up the bust. 

The question I wish to pose is, should you be able to take a 
chance, as a borrower, if you want to? 

Should you be able to take a chance as a lender, and the answer 
is, yes, you should, but we need to have a reasonability of what 
you’re doing. 

On Ohio, just briefly, it’s interesting to me, that if we look at all 
the classes of loans in Ohio, Ohio’s serious delinquency rate, which 
means loan 90 days in arrears or in foreclosure, are roughly twice 
the national averages in all categories. That’s true for prime and 
fixed rate loans or prime floating rate loans or FHA loans, and for 
subprime fixed rate loans. So, there’s something broader going on 
in Ohio as we’ve discussed its economic problems, problems like un- 
employment rate, low employment growth, which is equally as im- 
portant as unemployment, and obviously the structural changes 
that we’re aware of I want to say how much I agree with Ranking 
Member Issa’s view, that if you buy with the proper income, you 
get a loan, and you don’t qualify as a victim. And the liar’s loans, 
no-doc loans have a long history of performing poorly in credit. 
We’ve just reinvented and rediscovered that history, and it’s a good 
example of what economists call information asymmetry — may I 
have 30 more seconds, Mr. Chairman? 

Mr. Kucinich. Sure. 

Mr. Pollock. And my view is that the nature of the loan and 
its relationship to the borrower’s income, both for the borrower and 
the lender, need to be clearly and easily accelerized in a one-page 
form, which I have designed and included in my testimony. 

When we have extremely complex disclosures, which we have, 
they fail. They fail to deliver any meaningful information to the 
borrower in the result of confusion. And as I say, whatever else we 
may do, we ought to insure a really simple, clear disclosure to all 
borrowers, subprime and prime, which includes their income so 
they can really see it, the relationship of the payments on this loan 
to their income. 

The fully indexed payments on this loan, once the rates reset and 
its the relationship to their income, I think if we do that, that’s one 
step that will be very good for the country and also for Ohio. 

Mr. Kucinich. I certainly appreciate your testimony. 

[The prepared statement of Mr. Pollock follows:] 
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Bank Consolidation, Subprime Mortgage Issues, and the One-Page Mortgage Disclosure 


Mr. Chairman, Ranking Member Issa, and members of the Subcommittee, thank you for 
the opportunity to be here today. I am Alex Pollock, a Resident Fellow at the American 
Enterprise Institute, and these are my personal views. Before joining AEI, I spent 35 
years in banking, including 12 years as President and CEO of the Federal Home Loan 
Bank of Chicago, and am a Past President of the International Union for Housing 
Finance. I have both experienced and studied many credit cycles, of which the subprime 
mortgage boom and bust is the latest example. 

I will address five topics: 

-The evolution of American banking structure 

-The subprime mortgage bust in context 

-The case of Ohio 

-Information asymmetries 

-The one-page mortgage disclosure proposal 
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The Evolution of American Banking Structure 

In 1970, when I was just beginning in the banking business, there were about 13,500 
banks in the U.S. By 2005, there were about 7,500 — a reduction almost in half. How 
should we think about this consolidation? 

The historical context is that the normal evolution of banking to a national basis, to match 
the evolution to a national U.S. economy in other respects, was blocked for decades by 
artificial legislative and regulatory barriers. This resulted in a fragmented, less efficient, 
and more risky banking system composed of mostly undiversified small entities. When 
the barriers to the natural development were removed, the delayed consolidation, which is 
still in process, began. 

This does not result in reduced access to banks — just the opposite. In 1970, there were 
about 44,600 banking offices, mostly branches; by 2005, this had increased to about 
80,300. So while the number of banks halved, the number of banking locations about 
doubled. They significantly increased per capita — from 1.7 to 2.8 locations per 10,000 of 
population, or about a 60% increase. 

Of course, that does not count off-site ATMs, which weren’t there in 1970, but have 
grown to 260,000, networked across the country and indeed the world. Nor does it 
include debit cards, then nonexistent, now ubiquitous, with more than 270 million in 
circulation. 

In short, on a national basis, bank consolidation has been accompanied by much greater 
convenience and access to the banking and payment system, 

I am by no means an expert on Cleveland. However, between 1970 and 2005, the 
population of the city fell from 751,000 to 415,000, or about 45%. If Cleveland matched 
the national averages, the increase in banking offices per capita combined with the 
population decline would mean a reduction of about 12% in banking locations. At the 
same time, there would have been a notable increase in the number of ATMs and debit 
cards. 


The Subprime Mortgage Bust in Context 

As we all know, the unsustainable expansion of subprime mortgage credit which 
accompanied the great house price inflation of the past several years is in reverse. The 
market is correcting sharply and rapidly. Former enthusiasm has been replaced by large 
financial losses, layoffs, bankruptcy of subprime lenders, accelerating delinquencies and 
foreclosures, a recession in homebuilding, tightening liquidity, and of course, 
recriminations. The subprime boom is over; the bust is here. 

All these elements display the classic patterns of recurring credit overexpansions and 
their aftermath. Such expansions are based on optimism and a euphoric belief in the 
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ever-rising price of some asset class — in this case, houses and condominiums. This 
appears to offer a surefire way for lenders and borrowers to make money. The booms are 
inevitably followed by a hangover of defaults, failures, dispossession of unwise or 
unlucky borrowers, revelations of fraud and scandals, and late-cycle regulatory and 
political reactions. 

With regard to last point, since 1970 we have had the Emergency Home Finance Act of 
1970, the Emergency Housing Act of 1975, The Emergency Housing Assistance Act of 
1983, and the Emergency Housing Assistance Act of 1988. (I do not count the Hurricane 
Katrina Emergency Housing Act of 2005, a special case.) The eminent financial 
historian, Charles Kindleberger, estimated that over the centuries, financial crises of 
various kinds recur about once a decade on average, and so have emergency housing acts. 

In the general pattern of credit overexpansions, nothing changes. You would think that 
we would learn, but we don’t. 

This time, we had a period of remarkably rising house prices — ^the greatest house price 
inflation ever, according to Professor Robert Shiller of Yale University. This stimulated 
the lenders — and it stimulated the borrowers. If the price of an asset is always rising, the 
risk of the loan seems less and less to both. 

Subprime mortgages grew from 2.4% to 13.7% of total mortgage loans from 2000 to 
2006, according to the Mortgage Bankers Association. Interestingly, however, the MBA 
numbers show that the proportion of prime loans also increased, from 72.6% to 76.6%. 
How could both increase? Because the share of the government’s FHA and VA loans — 
also nonprime — fell from 25.2% to 9.7%. So subprime loans basically took share away 
from the government alternatives. If we add together the subprime, FHA and VA shares 
as the nonprime total, it falls from 27.6% to 23.4% over the six-year period. Of course 
all the whole market was growing rapidly. 

Booms are usually accompanied by a theory that we are in a “new era”: the subprime 
mortgage boom was no different. A good example of such thinking was a 2005 book by 
an expert housing economist entitled. Are You Mi.ssing the Real Estate Boom? The 
Boom Will Not Bust and Why Property Values Will Continue to Climb Through the Rest 
of the Decade . It began, “The recent U.S. real estate boom has made money for an 
incredible number of households in America.” 

This is a key point. The boom gets going because many people experience financial 
success. This so-far successful speculation is extrapolated. Subprime borrowers could 
get loans to buy houses they would otherwise be unable to and benefit from subsequent 
price appreciation. A borrower who took out a very risky 100% LTV, adjustable rate 
mortgage with a teaser rate to buy a house which subsequently appreciated 30% or 40% 
now had substantial equity and a successful outcome as a result of taking risk. 

Should people be able to take such risks if they want to? Yes, but they should have a 
reasonable idea of what they’re doing. 
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Mortgage finance has some reliable systematic risk factors, and the subprime boom had 
all these factors operating together: 

-Subprime loans have higher defaults and losses than prime loans 

-Adjustable rate loans of all kinds have higher defaults and losses than fixed rate loans 

-High loan-to- value (LTV) loans have higher defaults and losses than low LTV loans 

-Low documentation loans have higher defaults and losses than standard 
documentation loans. 

Current statistics reflect all these fundamental factors. The subprime mortgage lenders 
knew all these statements were true, but the risk acceleration of the boom outstripped the 
expectations of their models. 

The national foreclosure rate on subprime mortgages of 4.5% at the end of 2006 was well 
below its recent peak of over 9% in 2000, but is rising. The foreclosure rate for the oil 
patch mortgage loan bust of the 1980s peaked at 14.9% for Arkansas, Louisiana, 
Mississippi and Oklahoma — an extreme experience used for stress tests by the bond 
rating agencies. 

Booms almost always induce fraud, misrepresentation and scandals. National Mortgage 
News recently referred to “the explosion of mortgage fraud,” that is, the lenders being 
defrauded. 

Consider in this context the spread of so-called “stated income” loans. The disastrous 
previous experience with this idea, then called “no doc” or “low doc” loans, seems to 
have been forgotten. They have the now-familiar name of “Liars’ Loans,” since they are 
an obvious temptation to exaggerate income in order to get the loan to buy the house you 
want. 

A study cited by a COHHIO paper, “Dimensions of Ohio’s Foreclosure Crisis,” suggests 
that “over 90% of stated income loans had inflated incomes.” Personally, I doubt that it 
is that high, but do not doubt that it is widespread. Subprime borrowers with defaulted 
loans have sometimes been referred to as “victims.” In my view, however, people who 
lied about their income to get a loan do not qualify as victims. In the one-page disclosure 
I will discuss further below, an essential item is a clear and unambiguous confirmation of 
the household income upon which the loan is based. 
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The Case of Ohio 


Ohio has the highest percentage of mortgage loans in foreclosure among states, according 
to MBA statistics, at 3.38%, compared to a national average of 1 .19%. It has a relatively 
high share of subprime loans at 15.4%, compared to a national average of 13.7%. It also 
has a high rate of homeownership, 73.3%, up from 68.7% in 1990 and well over the 
national average of 69%. It has relatively high unemployment (5.6%) and low job 
growth (0.1% year over year), two factors significantly correlated with mortgage loan 
defaults. Its statistics are quite similar to those of neighboring Michigan and Indiana, but 
with the highest serious delinquency rate of the three and indeed in the U.S. 

The serious delinquency rate, a key credit indicator, is the sum of loans 90 days past due 
and in foreclosure. Ohio’s rate is 5.12%. 

But this is not only a subprime problem. Ohio’s serious delinquency rate is 
approximately twice the national average in all loan categories. It is 2. 1 times the average 
in subprime ARMs, 2.2 times in subprime fixed, 1.6 times in FHA loans — and 2.7 times 
the average in prime ARMs and 2.7 times the average in prime fixed rate loans. 

The specific serious delinquency rates of Ohio vs. the U.S. average are as follows; 


Subprime ARMs: 
Subprime fixed rate: 
FHA: 

Prime ARMs: 

Prime fixed rate: 


Ohio U.S. 
19.03% vs. 9. 16% 
13.05% vs. 6.04% 
9.43% vs. 5.78% 
3.89% vs. 1.45% 
1.95% vs. 0.69% 


It is interesting that for the country as a whole, FHA loans, which are predominately 
fixed rate, have a serious delinquency rate very similar to fixed rate subprime loans. This 
is not true for Ohio, however. 

Also interesting is that according to the 2007 COHHIO study, “contrary to popular 
perceptions more subprime mortgages were originated in Ohio’s middle and upper 
income areas, than in moderate and low income areas. ...Subprime loans are now a 
predominately middle and upper income product.” 

All in all, the problems are obviously serious, but they appear to me more complex than a 
simple “subprime loans” story. 
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Information Asymmetries 

“Information asymmetries” is an academic way of describing a common problem in 
financial and other transactions when one party knows a lot more about the relevant 
matters than the other — or stated the other way, when one party is naive and uninformed 
and the other is the opposite. This is a classic problem with various remedies. It is quite 
interestingly discussed in the mortgage context by Professors Engel and McCoy in their 
paper, “A Tale of Three Markets,” although I reach a different conclusion than they do. 

If we are worried that A is insufficiently knowledgeable to be able to achieve a fair 
transaction, there are two fundamental approaches. One is to appoint B to take care of A. 
This is the class of regulatory or fiduciary approaches, paternalistic in various degrees. 
The other is to require B to tell A the truth and equip A to take care of himself. This is 
the class of disclosure approaches, which maintain that people will protect their own 
interests if they have the relevant information. 

To help address the shortcomings of the subprime market which have become evident, I 
believe a new, superior disclosure approach is needed, whether or not we do anything 
else. The key is to realize that complex, lengthy statements in regulatoryese and legalese 
do not achieve the goal. Moreover, the simple, clear disclosure should be focused on the 
financial impact on the borrower, not on the financial instruments. Of this, more in a 
moment. 

Another information asymmetry which has characterized the subprime mortgage boom is 
the difference between the credit knowledge possessed by the party actually making the 
loan and the investor buying the security. This is a general problem with securitized 
markets. 

I believe that in an ideal mortgage finance system, the loan originator should always 
maintain a significant credit risk position in the loan, which creates a superior alignment 
of incentives. This is always my advice to developing countries as they consider housing 
finance ideas. As it did in the subprime mortgage boom, securitization typically breaks 
the link between the originator of the loan and who actually bears the credit risk. This 
can lead to less careful lending. 

But securitization, as it developed in the 1980s, also saved the fixed rate mortgage loan. 
Remember that fixed rate mortgages kept in portfolio by the savings and loans were the 
basic cause of the savings and loan collapse of the 1980s, due to their interest rate risk. 

Financial markets are always experimenting with how best to move risks around, but risk 
cannot be made to disappear. 

The Ohio Attorney General has recently announced that he plans to sue subprime 
mortgage lenders and investment banks on behalf of both borrowers and the Ohio Public 
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Employees Retirement System, which invested in subprime mortgage- backed securities. 
The argument would be that there were unfair information asymmetries on both ends. 

However, the Attorney General should be glad that investors in subprime assets are not 
legally responsible for the actions of the lenders — as some people have suggested they 
should be — or he would have to sue his own Retirement System. 


The One-Page Mortgage Disclosure Proposal 

When considering borrowers in financial trouble, whether from unwise borrowing, not 
having understood the loan, or even induced into loans by misrepresentation, there is a 
natural political reaction to try to protect them through credit regulation. 

I believe a superior strategy is to equip borrowers to protect themselves by requiring 
short, simple and clear disclosures of the key mortgage loan terms and their relation to 
household income. The borrowers can then “underwrite themselves.” They have the 
natural incentive to do so — we need to add intelligible, practical information. 

Thus I propose there should be a required one-page form which gives the essentials of the 
loan and its monthly cost, which must be given to every mortgage borrower three days 
before closing. 

A good mortgage lender wants a borrower who understands how the loan will work, 
including any possible future interest rate increases and prepayment penalties. The total 
monthly obligation needs to be put clearly in the context of the borrower’s income. 

Current American mortgage loan documents certainly do not achieve this. Most of us 
have had the experience of being overwhelmed and befuddled by the huge stack of 
documents full of confusing language in small print presented to us for signature at a 
mortgage closing. The complexity results from legal and compliance requirements. 
Ironically, past regulatory attempts to insure full disclosure have made the problem 
worse. That is because they attempt full, rather than relevant, disclosure. 

To achieve an informed borrower, the key information must be simply stated and clear, in 
regular-sized type: 90% of the relevant information which is clear and understandable is 
far better than 100% of the details which are complex and hard to read. Trying to 
describe the details in specific legal and bureaucratic terms results in essentially zero 
information transfer to the borrower. 

The one-page form should include key underwriting concepts, including the borrower’s 
income and housing expense ratio, as well as principal loan terms. The “housing expense 
ratio” means the sum of the monthly interest payment, principal payment, property tax, 
and house insurance premium, expressed as a percent of the borrower’s monthly income. 
This should be shown for both the initial interest rate and the fully-indexed interest rate. 
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In typical types of subprime loans, the fully-indexed expense ratio can be a remarkably 
larger burden than the initial or “teaser” rate suggests. 

The proposed one-page “Basic Facts About Your Mortgage Loan” form, with 
accompanying common sense explanations and avuncular advice, is Attachment 1. 

The Shadow Financial Regulatory Committee, while rejecting on economic grounds a 
number of other proposals for government actions, supports the simplified disclosure 
approach as “the only reform that merits attention at this time.” Their statement is 
Attachment 2. 

One of the deans of mortgage journalists has written of how the one-page proposal is 
distinct from previous regulations and simplification attempts. Flis article is Attachment 3. 

Whatever else is done or not done, I believe the one-page disclosure would be an 
important step forward for America’s and Ohio’s mortgage borrowers and housing 
finance system. 

Thank you again for the opportunity to share these views. 


Attachment 1: “The Basic Facts About Your Mortgage Loan” 
Attachment 2: “Subprime Mortgage Lending Remedies and Concerns” 
Attachment 3; “Form Simplifies Rules for Lending Process” 
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THE BASIC FACTS ABOUT YOUR MORTGAGE LOAN 


Borrower:, 


Property address: 


Lender: 

Amount of loan: $ , which is % of the property’s a ppraised value . 

Your loan is for years. Its final maturity date is 

The type of loan you have: 


Your beginning interest rate is %. This rate is good for months/years. The rate and 

your payment can go higher on and each months after that. 

Today’s estimate of how high the rate will go, called the fully indexed rate , is %. 

The maximum possible rate on your loan is %. 


THIS LOAN IS BASED ON YOUR MONTHLY INCOME OF $. 


Your beginning rate = a monthly loan payment of S 


-including taxes and insurance this is about S 


The fully-indexed rate = a loan payment of S 


'infrludin*^ taxp^ and in<:iiranpe rhic !<: ahniit ^ 


Special factors you must be aware of: 

-A preoavment fee of $ 

♦Tliis is called vour fullv indexed hou.sin? exnense ratio. 

must be paid if 

-A “balloon payment" of $ 

to oav off vour loan will be due on 

-You do/do not have a "Davment ootion” loan. If vou do. make sure vou reallv understand what 
this means. Start with the definition on p. 3. 

Total “Doints” olus estimated other costs and fees due at clo.sinp are S 

FOR QUESTIONS CONTACT: Name: 

Phone: 

e-mail: 


See definitions of underlined terms and guidelines on pages 2-3. 

DO NOT SIGN THIS IF YOU DON’T UNDERSTAND ITl 


Borrower 


Date 


Authorized Signer of Lender Date 


Borrower 


Date 


POLLOCK/AMERiCAN ENTERPRISE IN5TITUTE/2007 
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The Basic Facts about Your Mortgage Loan 


This foim gives you the basic facts, but some mortgage 
forms may use terms not listed here. For a good, borrower- 
friendly information source, try the Mortgage Professor 
online (www.mtgprofessor.com), which includes detailed 
explanations of the technical mortgage terms in its glos- 
sary artd other helpful information. 

Definitions and Guidelines Used 
in This Form 

The appraised value is what a professional appraiser e^- 
mates the house could be sold for in today’s market. 

The type of loan determines whether and by how much 
your interest rate can increase. If it can, your monthly 
payments will also increase — sometimes by a lot. For 
example, in a thirty-year fixed-rate loan, the interest 
rate is always the same. In a one-year ARM, it will 
change every year. In a 2/28 hybrid, it will be the same 
for two years and then go up a lot, and change frequently 
after that. 

The beginning interest rate is the interest you are pay- 
ing at the beginning of the loan. It is the rate which you 
will hear the most about from ads and salespeople. But 
how long is it good for and when will rates increase? In 
many types of loans, the rate will go up by a lot. You 
need to know. 

The fuKy’indexed rate is an essential indicator of what 
will happen to your interest rate and your monthly pay- 
ments. It is today's estimate of how high the Interest rate 
on an adjustable rate mortgage will go. It is calculated by 
taking a defined “index rate” and adding a certain num- 
ber of percentage points, called the “margin.” For exam- 
ple, if your formula i.s the one-year Treasury rate plus 3 
percent, and today the one-year Treasury rate is 5 per- 
cent, your fully-indexed rate is 5% + 3% = 8%. This will 
always be higher than your beginning rate. 

The index rates are public, published rates, so you can 
study their history to see how much they change over 
time. If the index rate stays the same as today, the rate on 
your loan will automatically rise to the fully-indexed rate 
over time. Since the index rate itself can go up and down. 


cannot be sure what the future adjustable rate will 
be. In any case, you must make sure you can afford the 
fitlly-indexed rate, not just the beginning rate, which is 
often called a “teaser rate” for good reason. 

TTie maximum possible rate is the highest your interest 
rate can go. Most loans with adjustable rates have a 
defined maximum rate or “lifetime cap.” You need to 
think about what it would take to make your interest rate 
go this high. How likely do you think that is? 

Yout monthly income means your gross, pretax income 
per month for your household. This should be an 
amount which you can most probably sustain over 
many years. Make sure the monthly income shown on 
this form is correct. 

Your monthly payment including taxes and insurance is 
the amount you must pay every month for interest, repay- 
ment of loan principal, house insurance premiums, and 
property taxes. Expressed as a percent of your monthly 
income, this is called your housing expense ratio. Over 
time, in addition to any possible increases in your interest 
rate and how fast you must repay principal, your insurance 
premiums and property taxes will tend to increase. Of 
course, your monthly income may also increase. How 
much do you expect it to? 

Your fully-indexed housing expense ratio is a key meas- 
ure of whether you can afford this loan. It is the percent 
of your monthly income it will take to pay interest at the 
fully-indexed rate, plus repayment of principal, house 
insurance, and property taxes. The time-tested market 
standard for this ratio is 28 percent; the greater your ratio 
is, the riskier the loan is for you. 

A prepayment fee is an additional fee imposed by the 
lender if you pay your loan off early. Most mortgages in 
America have no prepayment fee. If yours does, make 
sure you understand how it would work before you sign 
thi.s form. 

A "balloon payment" means that a large repayment of 
loan principal is due at the end of the loan. For example, 
a seven-year balloon means that the whole remaining 
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loan principal, a very lai^e amount, must be paid at the 
end of the seventh year. This almost always means that 
you have to get a new loan to make the balloon payment. 

A “paymeni option" loan means that in the years imme- 
diately after securing a mortgage loan, you can pay even 
less than the interest you are being charged. The unpaid 
interest is added to your loan, so the amount you owe 
gets bigger. The very low payments in early years create 
the risk of very laige increases in your monthly payment 
later. Payment option loans are typically advertised using 
only the very low beginning or “teaser” required pay- 
ment, which is less than the interest rate. You absolutely 
need to know fourdiings: (I) How long is the beginning 
payment good for? (2) What happens then? (3) How 
much is added to my loan if I pay the minimum rate? (4) 
What is the fully-indexed rate? 

"Points" are a fee the borrower pays the lender at closing, 
expressed as a percent of the loan. For example, two points 


mean you will pay an upfront fee equal to 2 percent of the 
loan. In addition, mortgages usually involve a number of 
other costs and fees which must be paid at closing. 

Closing is when the loan is actually made and all the 
documents are signed. 

The For Questions Contact section gives you the name, 
phone number, and e-mail address of someone sp>ecifi- 
cally assigned by your lender to answer your questions 
and explain the complications of mortgage loans. Don't 
be shy; contact this person if you have any questions. 

Finally, do not sign this form if you do not understand it. 
You are committing yourself to pay large amounts of 
money over years to come and pledging your house as 
collateral so the lender can take it if you do not pay. Ask 
questions until you are sure you know what your com- 
mitments really are and how they compare to your 
income. Until then, do not sign. 
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Statement of the Shadow Financial Regulatory Committee on 
Subprime Mortgage Lending Remedies and Concerns 

May 7, 2007 

Softening home prices are subjecting some mortgage lenders, mortgage 
borrowers, and holders of mortgage-backed securities to increasing stress. The 
stress is particularly intense for a narrow subset of subprime loans whose 
contracts feature teaser interest rates and/or zero or nearly zero downpayments. 
Subprime borrowers are characterized by a low credit score or weaknesses in 
documentation. Monthly payments on teaser-rate loans jump from temporarily 
low initial payments to much higher levels after one or two years have passed. 

A small proportion of these so-called “exploding-obligation” subprime 
mortgages were underwritten in ways that qualified borrowers for loans that 
they could not be expected to handle once contract rates reset unless their 
incomes increased substantially or housing prices rose to create additional 
equity. The worst of these loans were based on inadequately tested income 
information supplied by overeager or fraudulent borrowers. 

Subprime lending can benefit society by enabling families with low 
incomes or few assets to become homeowners. Originations of subprime 
mortgages have accounted for a rising share of total mortgages originated. In 
2006 subprime loans were less than 15 percent of outstanding mortgage 
finance, and the share of zero-downpayment teaser-rate loans between only 
one and two percent. 

The Shadow Financial Regulatory Committee would like to correct the 
perception that this narrow category of subprime lending is responsible for the 
turbulence in financial and housing markets that has emerged in recent months. 
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The housing and mortgage-lending bubbles were fueled by many factors. While defaults 
on teaser-rate loans have contributed to the rise in delinquency and foreclosure rates, at the 
current time (although partly because of widespread negotiation) the default rate on 
subprime mortgages is running just less than that experienced as recently as 2000-01. 

Lenders that allowed borrowers to take loans with zero or tiny downpayments 
should not be surprised that many borrowers treat such mortgages as if they were rental 
contracts and are prepared to vacate their properties if monthly payments rise. Zero- 
downpayment borrowers effectively negotiated a below-market rent for the period they 
were in the home. Nonetheless, the prospect of widespread foreclosures in the future has 
sparked demands for federal assistance and regulatory reform. 

Proposals for addressing this problem include: offering direct or indirect federal 
subsidies for low-interest bridge loans to delinquent borrowers; imposing federal 
suitability standards or restricting particular dimensions of future adjustable-rate home- 
mortgage contracts; establishing a new federal regulatory regime for nonbank mortgage 
lenders (who have originated most subprime adjustable-rate mortgages); and designing 
simpler and more-accurate disclosures by lenders of the risks inherent in mortgage 
contracts, particularly for loans offering a lesser rate. 

The Committee disagrees with calls for massive federal intervention into mortgage 
markets. To the extent that defaults on subprime mortgages may contribute to deterioration 
in local housing markets, efforts to assist borrowers in those particular areas should be 
treated and funded locally. These are not problems that call for federal subsidies, whether 
appropriated by Congress or channeled less transparently through below-market 
refinancings of troubled loans by Fannie Mae and Freddie Mac (as these firms’ managers 
have proposed). It also is not sensible policy for either the states (as some have already 
done) or the federal government to expand 100-percent, or “zero equity”, mortgage loans 
in an effort to increase home ownership. Some zero-equity borrowers have been gambling 
that home prices will continue to increase, gambles that government should not encourage, 
especially in light of recent declines in home prices in some parts of the country. 

The Committee believes that efforts to bail out parties that make bad decisions will 
elicit new and stronger waves of poor lending practices and unrealistic borrowing 
decisions in future years. Though painful adjustments are required, market solutions to 
mortgage financing problems are underway. If allowed to mn their course, these market 
solutions will, on average, penalize unwise and careless lenders more severely than they 
will punish conscientious but delinquent borrowers. 

Subprime lenders whose underwriting standards have proven inadequate are being 
forced to exit the industry. Insolvent entities are being dropped by their auditors and their 
portfolios and viable platforms for originating and servicing mortgage loans are often 
snapped up by other financial institutions, although at substantial discounts from book 
values. Marketable securities backed by poorly documented subprime mortgages are 
trading at similar discounts. 
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Industry realignment and the loss absorption it entails are healthy forms of market 
discipline. Putting the mortgage-lending and mortgage-backed securities industries through 
these disciplines is the fairest and most efficient way to insure that subprime and other 
mortgage lenders upgrade and rationalize their underwriting activities in the future. 

The only reform that merits attention at this time is for regulators to require vastly 
simplified disclosures to borrowers on their applications and on all follow-up documents 
that clarify how much initial interest rates can increase on teaser-rate or capped adjustable- 
rate loans; 

• by identifying the highest interest rate and corresponding monthly payment and the 
earliest date on which that rate and payment might apply; 

• by giving a clear statement of the percentage of the borrower’s monthly income 
that the current and the maximum possible mortgage payment might absorb; 

• by including a strongly highlighted warning Just above the signature line stating 
that borrowers should not sign the document unless they fully understand the size 
and time pattern of the maximum payments they might be obligated to make. 
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Form simplifies rules for lending process 


May 13,2007 

WASHINGTON - Sometimes it doesn't take a village. 

For decades now, government and industry alike have been calling for updated and simplified 
rules governing the mortgage-lending process. But try as they might - and to their credit, they 
have tried - they have been unable to come to an agreement on anything that would modernize 
two key consumer-protection laws. 

That would be the Real Estate Settlement Procedures Act and the Truth in Lending Act. RESPA 
is designed to help consumers be better shoppers in the home-buying process, while TILA 
requires clear disclosure of key lending terms and alt costs. But they were enacted in 1974 and 
1968, respectively. 

That was long before the rise of mortgage brokers that originate loans but don't actually put up 
any money, automated underwriting that tells applicants in a matter of seconds whether they 
qualify for the mortgage of choice and the growth in importance of scoring models that rate the 
creditworthiness of would-be borrowers. 

These, of course, are just three of the many changes that have brought the mortgage business into 
the 21st century. Yet RESPA and TILA remain essentially the same laws they have always been. 

Eleven years ago. Congress asked the Federal Reserve Board and the Department of Housing 
and Urban Development to come up with a better mousetrap. But they couldn't agree. Instead, 
they turned their conflicting recommendations back to lawmakers, saying, in effect, “You 
decide.” Congress never did. 

Under Bill Clinton, HUD Secretary Andrew Cuomo picked up the gauntlet. Nothing. During 
George W. Bush's first term, the next HUD secretary, now Sen. Mel Martinez, R-Fla., gave it a 
try, too. Nada. Martinez's successor has been studying the question as well. But despite 
continued promises that something would be forthcoming soon, Alphonso Jackson hasn't done 
anything, either. 

During all this, the mortgage business has been calling loud and clear for better laws. But 
infighting among the various players in the process - brokers, funding lenders, real-estate 
professionals, title companies, builders, appraisers and so on - has served only to block whatever 
efforts put forth to improve consumer protections. 

While each sector jockeyed for position, a proposal to bundle the incomprehensible list of 
closing costs into a single, guaranteed price has come and gone. The idea was to save borrowers 
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money - and prevent them from being surprised with hundreds of dollars more in fees at closing 

- by giving them one number they could use to compare the offerings of various lenders. 

When that didn't happen, all eyes turned to the good-faith estimate of closing costs that lenders 
are required to supply borrowers within three days of receiving their applications. Mortgage 
interests said borrowers needed a document that better matched the settlement statement, known 
affectionately as HUD- 1 , that they received at closing. 

Everyone who has ever taken out a mortgage knows the figure at the bottom line of the good- 
faith estimate is never, ever the same as the amount you make out a check for at settlement. So 
the plan was that, if nothing else, borrowers would pay the closing costs that lenders promised. 

That concept hasn't come to pass, either. So, when the subprime-mortgage sector - the one that 
serves borrowers whose credit histories prevent them from qualifying for the best rate and terms 

- began to unravel amid cries of fraud and deception, the industry said whafs needed is a 
simpler, easier way to inform borrowers of the pitfalls associated with the loan products they are 
considering. That way, the industry reasoned, consumers can't be taken advantage of. 

John Robbins, chairman of the Mortgage Bankers Association, called for a one-page form that 
not would only list the risks and rewards of specific loans but also spell out exactly what a 
would-be borrower's monthly payment would be under various interest-rate scenarios. If the rate 
does not change, the payment would be this. But if the rate goes up, the payment would be that. 
And if any interest due is deferred, the payment and outstanding balance would be thus and so. 

Under Robbins' leadership, the MBA formed a task force, “Project Clarity,” to devise the one- 
pager. But guess what? It couldn't be done. While the group is “very close” to finalizing an 
information sheet that would detail what a consumer needs to know about a mortgage and what 
to ask lenders, it's no longer a single page. 

It won't be specific to each borrower's mortgage, either, at least not on paper. But consumers will 
be able to go to MBA's Web site, wwu.HonicEoanl.earningCenter.cuin , to plug in their own 
loan-specific information for each and any of their product choices. 

The “logistics” of producing such a document was too difficult, according to MBA 
representative Cheryl Crispen. “We tried, but it Just proved unrealistic to believe we could be 
transaction-specific for hundreds of thousands of loans.” 

Unrealistic to a committee, perhaps, but not to one person. Not if that person is Alex Pollock, a 
research fellow at the American Enterprise Institute, a Washington-based, nonpartisan public- 
policy research group. 

Earlier this year. Pollock, who spent 35 years in banking, the last dozen as president of the 
Federal Home Loan Bank of Chicago, before joining AEI nearly three years ago, told a House 
subcommittee that what borrowers need is a “one-page form” that sets forth the essentials of 
their loan. Then he went home and designed one - all by himself. 
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To be honest, his form actually encompasses three pages. But the last two largely contain a 
glossary of key but unfamiliar terms consumers must understand to be fully informed. Page 1 , 
however, contains the “basic facts,” which are all the figures Pollock believes borrowers really 
need to know. 

There's no laundry list of closing fees, only a single line for the total costs of the loan - points 
plus estimated other charges. Why? Because people don't need a breakdown, Pollock maintains. 

“People need to stay on the main points and not dwell on details they find befuddling,” he 
explains. “They need to understand how much the loan is going to cost and what the monthly 
payment will be.” 

Among the high points of Pollock's one-pager: Loan amount, loan-to-value ratio, term and 
maturity date, starting rate and for how long, if and when a higher rate begins, the maximum 
possible rate, monthly payments as a percentage of income and including taxes and insurance at 
the beginning and fully indexed rate, and possible prepayment fees and balloon payments. 

There it is, all on a single page. Along with this admonition in forceful, boldface type: “DO NOT 
SIGN THIS IF YOU DONT UNDERSTAND IT!” 

Pollock, who loves the freedom AEI affords him to tackle anything he likes, says it took several 
days to devise the document. “It was harder than you think when you try to do something 
simple,” he says. “But it was a lot easier for one independent agent to do than a committee of 
39.” 


Don't we know it. 

He has tested his “Basic Facts About Your Mortgage Loan” on a number of people, including his 
younger co-workers, people who work in his brother-in-law's tool shop and his own children. He 
hasn't shown it to HUD, the FTC or Congre.ss, at least not just yet. But he says the folks at the 
MBA have taken a shine to it. 

Only time will tell whether anything will come of Pollock's work. 


•Lew Sichelman is a nationally syndicated writer based in Washington. E-mail him at 
Isichehnun @ uiil.com . 

© United Feature Syndicate, Inc. 


Find this article at: 

http://www.signonsandiego.eom/uniontrib/20070513/news_lhl3sichel.html 
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Mr. Kucinich. Ms. McCarty-Collins, please proceed. 

STATEMENT OF MARIANNE MCCARTY-COLLINS, SENIOR VICE 
PRESIDENT, INSIGHT BANK 

Ms. McCarty-Collins. Thank you, Chairman Kucinich, Ranking 
Member Issa and members of the subcommittee. Thank you for the 
opportunity to speak about issues that have captured the attention 
of this committee and the financial services industry. 

I am Marianne McCarty-Collins, senior vice president for Insight 
Bank of Columbus and here representing the Mortgage Bankers 
Association. I would like to focus my remarks on the Association’s 
views on subprime lending and the industry’s efforts to mitigate 
the delinquency and foreclosure rates here in Cuyahoga County 
and across the Nation. 

The Association’s statistics show delinquencies and foreclosures 
have risen over the past 6 months, particularly in the subprime 
market. In response, regulators have established new standards. 
Investors have punished companies that made bad loans, and I’m 
here to answer your questions about the effect it is having on con- 
sumers. 

I believe the delinquency and foreclosure data in MBA’s written 
statement is both objective and comprehensive, and I am confident 
that it is the most authoritative to date because it includes 86 per- 
cent of all outstanding mortgages. 

Economics aside, I want to speak as someone with 30 years of 
experience in mortgage lending. What I have seen of late troubles 
me deeply. Responsible lenders only extend credit to borrowers who 
are willing and able to make a mortgage payment. They do not 
trick borrowers into loans that are unsuitable, and they do not hold 
out something that is only a mirage of the American dream. 

I have conducted my professional life according to these stand- 
ards and have most members of the Mortgage Bankers Association, 
yet, bad loans were made. They were not made responsibly or with 
the best interest of consumers in mind. 

For the most part, those making those poor loans have been pun- 
ished by Wall Street and restrained by regulators. 

And while we must ask what lessons we should learn from these 
mistakes, it is equally important for those in positions of authority 
to help current homeowners stay in their homes. Working together, 
I suggest that we must accomplish three things: Stabilize the 
subprime mortgage credit system, provide assistance for home- 
owners facing foreclosure, and, finally, prevent this from ever oc- 
curring again. 

First, reaction from Wall Street has been swift. Already nearly 
three subprime lenders, three dozen subprime lenders have closed 
their doors. As we watch this, we must remind people not to con- 
fuse subprime with predatory. And we must reiterate that while 
subprime foreclosures are high at 4V2 percent, they remain below 
their historic peek of nearly 10 percent. Sound perspective and ap- 
proved regulatory hand will soothe investors, calm editorial writers 
and help consumers. 

Second, the subprime borrowers who are facing foreclosure, in- 
dustry and policymakers must partner to help provide options so 
that as many as possible are able to remain in their homes. 
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Further, we at MBA strongly encourage all borrowers that find 
themselves unable to continue making payments, to contact their 
lenders immediately. Lenders lose money in foreclosure and have 
a strong desire to make any number of arrangements that will 
allow a borrower to start making payments again and keep his or 
her home. 

For those who might not be comfortable calling their lenders, 
MBA and many of our members have partnered with 
NeighborWorks America and the Home Ownership Preservation 
Foundation to provide free mortgage counseling via a toll-free 
phone number, 1-888-995-HOPE and a Web site. 

Third, lawmakers, regulators and industry must work to insure 
that this situation does not occur in the future. Borrowers are 
smart. When given good information, they make good decisions, but 
the opposite is also true. An absence of pricing transparency cou- 
pled with a daunting and complicated closing process has permitted 
certain actors to prey on the unsophisticated. But, franMy, every 
person from the subprime to jumbo borrower is susceptible when 
even the CEO of Fannie Mae and the Secretary of HUD, by their 
own admission, cannot understand all the documents on a mort- 
gage closing. The mortgage market is desperate for a rewrite of the 
Nation’s settlement laws and its strong uniform lending standard 
to trap predators and bring them to justice. 

In conclusion, MBA stands ready to work with members of this 
subcommittee as well as the entire Congress to accomplish these 
goals. Together we can insure that predatory lenders don’t foreclose 
on the American dream. Thank you. 

[The prepared statement of Ms. McCarty-Collins follows:] 
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Chairman Kucinich and members of the Domestic Policy Subcommittee, my name is 
Marianne McCarty Collins, Senior Vice President for Insight Bank and a member of the 
Mortgage Bankers Association's (MBA) Board of Directors^ I appreciate the 
opportunity to testify before you today as you review and consider issues related to the 
current state of the subprime mortgage market and foreclosures in Ohio and across the 
nation. These are issues that are of central concern to the MBA and, with years of 
mortgage banking experience, I am pleased to share industry’s thoughts in these areas. 

As we all are well aware, today's hearing is being held during a significant transition 
affecting subprime mortgage borrowers and the mortgage market. Let me start by 
saying that we all share the same commitment to assure that these borrowers continue 
to have the financing they need to buy and draw needed equity from their homes, and, 
most importantly, to stay in them. 

We also share the same goal of developing better protections for consumers against 
abusive lending and foreclosures. When abusive lending happens, it is a stain on the 
mortgage industry just as it is a burden on our borrowers and communities. 
Foreclosures, likewise, are harmful and can be ruinous to both borrowers and to lenders 
as well. We do not and will not stand idly by while the dreams of our customers and the 
hard work of our industry are lost because of the excesses of a few. 

In the wake of these events, we should not forget that the real estate finance Industry 
has provided homeownership opportunities for the benefit of us all. It is the driving force 
in establishing communities, creating financial stability and wealth for consumers and 
fueling the overall economy. Our industry has helped our country reach a near 70 
percent homeownership rate. 

To meet these objectives, the industry has created an array of mortgage products to 
help borrowers get the financing they need to deal with record high house prices and to 
put home equity within their reach. Recently, however, because of an increase in 
delinquency rates, there have been claims that some of these products and financing 
tools are in themselves bad for consumers and have driven foreclosure rates to a state 
of crisis. This reaction overlooks the primary reasons for foreclosure namely 
employment loss, illness and other significant life events. Moreover, eliminating 
products will only take good financing options out of the hands of homeowners. The 
effect will be to undermine our mutual goal of putting Americans in homes and keeping 
them there. 


' The Mortgage Bankers Association (MBA) is the national association representing the real estate 
finance industry, an industry that employs more than 500,000 people in virtually every community in the 
country. Headquartered In Washington, D.C., the association works to ensure the continued strength of 
the Nation’s residential and commercial real estate markets; to expand homeownership and extend 
access to affordable housing to all Americans. MBA promotes fair and ethical lending practices and 
fosters professional excellence among real estate finance employees through a wide range of educational 
programs and a variety of publications. Its membership of over 3,000 companies includes all elements of 
real estate finance: mortgage companies, mortgage brokers, commercial banks, thrifts. Wall Street 
conduits, life Insurance companies and others In the mortgage lending field. 
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We believe the problem in today’s subprime market was driven by a confluence of 
factors. These factors included over-capacity in the mortgage market, which the capital 
markets have swiftly responded to by tightening their guidelines. It was also driven by a 
drop in home price appreciation and an increase in unemployment. As a result of these 
and other changing market dynamics, the concern now is whether there will be 
adequate liquidity for borrowers who may be seeking to become first time homebuyers 
or are interested in refinancing adjustable rate products going forward. MBA and its 
lender members are committed to working with investors, advocacy organizations and 
others to serve these needs. 

We strongly caution policy makers against any hasty action that could harm the very 
borrowers that we all wish to protect. In recent days, the market has changed the 
contours of many products. The regulators have issued new, comprehensive guidance 
related to nontraditional products and a proposed statement affecting subprime hybrid 
ARMS that will tighten undenwriting of many mortgage products. The challenge now is 
to assure that credit is available. 

Going fonward, MBA believes that in addition to assuring the availability of nrortgage 
credit, there are three things the government can do to help protect consumers. First, 
make financial education a priority in this nation, empowering consumers with 
knowledge and giving them the tools they need to make good decisions and protect 
themselves. Second, simplify and make more transparent the mortgage process so that 
consumers may better understand the details of the transaction and facilitate shopping 
more efficiently from lender to lender. Third, enact a strong and balanced uniform 
national standard for mortgage lending with increased consumer protections. 

MBA respectfully asks policy makers to continue to rely on sober judgment and sound 
research in assessing the scope of the problem and in considering legislative 
approaches that will affect this key area of the nation’s economy. While there have 
been excesses and some bad actors in our industry, there are many, many more stories 
of lenders who have helped bomowers achieve and maintain their homeownership 
dreams. 

MBA has considerable data that we will continue to make available. We urge 
government experts to carefully review it and to resist the urge to create policy based on 
headlines and anecdotes. The mortgage market in general has done an outstanding 
job for consumers and the larger economy and any policy that is not based on sound 
facts has the potential to undermine these benefits going forward - particularly for those 
in most need of credit. 

I. TODAY’S MORTGAGE MARKET 

Homeownership is near its highest level in history - nearly 70 percent overall. 
Homeownership rates rose roughly 3.5 percentage points in the U.S. between 1989 and 
2001. Looking at recent years, in 2001, the overall homeownership rate was 67.8 
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percent. In 2006, it was 68.9 percent. For African-Americans, the rate in 2001 was 47.7 
percent, and in 2006 it grew to 48.2 percent (although it was 49.1 percent in 2004). For 
Hispanics, the rate in 2001 was 47.3 percent and in 2006 it was 49.5 percent. 



As a result of these increases in homeownership, across all demographics, Americans 
are building tremendous wealth by increasing their home equity through their monthly 
payments and through the Impressive rate of home price appreciation seen in recent 
years. According to the Federal Reserve Board's (FRB) Flow of Funds data, the value 
of residential real estate assets owned by households has increased from $10.3 trillion 
in 1999 to $22.6 trillion as of the fourth quarter of 2006, and aggregate homeowners' 
equity now exceeds $10 trillion. According to the FRB's 2004 Survey of Consumer 
Finances, the median net worth for homeowners was $1 84,000. For renters, it was 
$4,000. 

More than a third of all homeowners own their homes free and clear of any lien. Of the 
remaining two-thirds of homeowners who do have mortgages, three-quarters have fixed 
rate mortgages. Only one quarter of these borrowers, or about a sixth of all 
homeowners, have adjustable rate mortgages (ARMs). 
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According to MBA’s Mortgage Originations Survey, in the first half of 2006, 62 percent 
of the dollar volumes of loans originated were prime loans, 1 6 petxient were Alt. A, and 
19 percent were nonprime, with government loans accounting for the remaining 3 
percent. 



Estimates from MBA’s National Delinquency Survey (NDS) indicate that the number of 
nonprime loans has increased more than 6.5 times over the last five years (Q4 2001 to 
Q4 2006). 

Based on first half 2006 data, nearly half of nonprime borrowers, or 45 percent, utilize 
nonprime loans to buy homes. One in four of these purchases was made by a first-time 
homebuyer. Also, notably, over the last several years the average difference between 
the interest rates of prime loans and nonprime loans has decreased markedly. 
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II. MORTGAGE PRODUCT INNOVATION - Creating Access and Affordability 

As we have indicated, the mortgage industry takes pride in its innovations in developing 
mortgage products. Innovation in combination with the liquidity provided by the 
secondary market has dramatically expanded the opportunity for consumers to become 
homeowners, particularly for traditionally underserved borrowers. 

Over the past several decades, as mortgage lenders have sought to adapt to changing 
market conditions and changing consumer preferences, mortgage products have 
developed beyond the 30-year, fixed-rate, amortizing mortgage. In fact, in the early 
1980s, in response to prohibitively high interest rates, the ARM began to gain wide 
acceptance. 

In addition to ARMs, some lenders at the forefront of responding to consumer demand 
for product diversity, particularly in high cost markets, began to offer interest-only and 
payment-option mortgages. Mortgage lenders have successfully offered such products 
for decades, through different market cycles, without threatening their safety and 
soundness. It is therefore prudent to look to the practices of lenders regarding 
nontraditional mortgage products rather than imposing overly prescriptive requirements 
that would force them to change proven standards, disadvantaging institutions from 
effectively participating in this market. 
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Over the last decade, hybrid ARMs, where the initial interest rate is fixed for a period of 
time and then adjusts annually, also have gained wide acceptance in response to 
consumer demand. Through these products, borrowers now can take advantage of 
hundreds of different financing options based on their individual needs and 
circumstances. They can also choose among thousands of mortgage originators. MBA 
supports the opportunity for consumers to make their own choices. Consumers are in 
the best position to choose which mortgage option is best for them and their families. 

A. Nontraditional Mortgage Products 

“Nontraditiona! mortgage products" refer to financing options which have been 
developed to increase flexibility and affordability and otherwise meet the needs of 
homebuyers who have been purchasing homes in an environment where real estate 
prices have increased faster than borrowers' incomes. Other homeowners have used 
these products to tap their homes' increased equity for a variety of needs including 
home improvements and renovations, paying down other forms of debt, as well as 
education and healthcare needs. While these products have often been characterized 
as “new,” some of them actually predate long term fixed-rate mortgages. Nontraditional 
mortgage products include fixed- and adjustable-rate loans that permit interest only (10) 
payments and payment-option loans including option ARMs. 

MBA strongly believes that the market's success in making these “nontraditional" 
products available is a positive development. Although these products have been used 
to finance a relatively small portion of the nation's housing, they have offered and 
continue to offer new, useful choices for borrowers. 

Notably, however, while nontraditbnal products have offered borrowers a variety of 
options, many of these products are not prevalent in the nonprime market. Payment- 
option loans are typically not available in the nonprime sector. In fact, according to 
Fitch Ratings, no nonprime loans carried a negative amortization feature in 2005. The 
lO share in the prime sector was 44 percent of dollar volumes, while it was 25 percent 
of dollar volumes in the nonprime sector. According to Standard & Poors, nonprime 10 
borrowers tend to have larger loans, typically indicating higher incomes, and better 
credit scores than nonprime borrowers who choose other products. 

To be sure, as with all mortgage products, nontraditional mortgages must be 
undenA/ritten by lenders in a safe and sound manner and their risks must be 
appropriately managed. As with other products, loan originators must provide 
consumers necessary information on a product's terms so a borrower can determine 
whether the product matches his or her needs and financial abilities. 

Reports by MBA members and other data reviewed by MBA indicate that interest-only 
and payment-option mortgage borrowers also generally have good credit scores and 
relatively low loan-to-value (LTV) ratios. These products also tend to be most prevalent 
in higher cost areas of the country where there is a greater need for affordability 
products. For example. California, a particularly high cost state, has always had a high 
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ARM share. As the risk of a loan or its features increase, mortgage lenders take 
appropriate steps to offset the risk by requiring other features like higher credit scores to 
ensure a borrowers credit worthiness. 

Interest-Only and Payment-Option Mortgages: 

Interest-only and payment-option mortgages are two different products. Each is treated 
differently by lenders in terms of credit policy, underwriting standards and risk 
management. 

An Interest-only mortgage is commonly a loan under which a borrower is permitted to 
make interest-only payments for a certain period of time, after which the borrower is 
required to make principal payments as well. The interest rate may be fixed or 
adjustable during the interest-only period and may be fixed or adjustable after 
amortizing payments are required. Borrowers are typically allowed at their option to 
make principal payments during the interest-only period. 

A payment-option mortgage is a loan for which a borrower typically has an option each 
month to make one of four payments; an amortizing payment based on a 15-year 
repayment schedule; an amortizing payment based on a 30-year repayment schedule; 
an interest-only payment; or a minimum payment based on a start rate which is below 
the fully-indexed accrual interest rate. 

Where the minimum payment is insufficient to pay all of the interest due at the accrual 
interest rate, negative amortization occurs. Negative amortization means that the 
principal balance owed by the borrower increases. Typically, the minimum payment is 
fixed for 1 2 months, after which it adjusts annually based on the fully-indexed rate. 
Payment increases are usually limited to 7.5 percent in any one year. The amount of 
negative amortization may range from 10 to 25 percent of the original mortgage amount; 
If this limit is reached, the loan is recast, requiring payments that will amortize the 
outstanding balance over the remaining term of the mortgage. 

B. ARMS and Hybrid ARMS 

ARMS, including hybrid ARMs, significantly differ from interest-only and payment-option 
products and are not covered by the nontraditional guidance. As explained below, on 
March 7, 2007, the Federal financial regulators published a Proposed Statement on 
Subprime Mortgage Lending that, among other things, would cover hybrid ARMs.^ 

ARMS, first developed in the 1 970s, permit borrowers to lower their payments if they are 
willing to assume the risk of interest rate changes. Hybrid ARMs, Introduced in the mid- 
1 990s, combine the benefits of fixed rate mortgages and adjustable mortgages and 
allow borrowers to opt for a lower initial interest rate and lower monthly payments, which 
are fixed for a period of two to ten years (including 2-28 ARMs and ARMs with longer 
fixed payment periods). After the fixed payment period ends, the hybrid ARM converts 


^ Proposed Statement on Subprime Mortgage Lending, 72 Federal Register 10533 (March 7, 2007) 
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to an adjustable rate mortgage with the interest rate and payments adjusting periodically 
(usually yearly) based on interest rate changes in the capital markets. 

ARMS, including hybrid ARMs, are not simply refinancing tools; these mortgages are 
affordable financing and for some borrowers credit repair options that have helped 
millions of borrowers achieve the dream of homeownership. Hybrid ARMs offer a lower 
monthly payment during the fixed payment period than a fixed rate mortgage. Nearly 
half, or 45 percent, of nonprime loans are purchase loans, with 25 percent of nonprime 
purchase mortgages originated for first-time homebuyers indicating that a significant 
portion of the recent gains in homeownership are likely attributable to hybrid ARMs. In 
the first half of 2006, 67 percent of new subprime loans were ARMs. 

Data available to MBA from large member companies indicate that for the 30 percent of 
hybrid ARM loans that borrowers refinance with their companies, 50 percent of these 
hybrid ARM borrowers refinance into a prime loan, half of which are fixed, half of which 
are ARMs. Of the remaining 50 percent of borrowers, 25 percent refinance into fixed 
rate subprime products and 25 percent refinance into other ARMs. 

Hybrid ARMs are frequently underwritten using more flexible guidelines based on 
reasonable repayment expectations, allowing many more borrowers to qualify for these 
loans. Flexible underwriting for hybrid ARMs is appropriate. Relatively few hybrid ARMs 
experience any adjustment at all; hybrid ARMs are usually refinanced very early in their 
terms. Data from Fitch Ratings indicate that of the prime loans originated in 2003, only 
44 percent remained outstanding as of the second quarter of 2006. For subprime loans 
originated in 2003, only 22 percent remain outstanding as of that time. 

If ARMS and hybrid ARMs are required to be underwritten at the fully-indexed rate, as 
the guidance proposes (see below) then we must face the fact that many hybrid ARM 
borrowers simply will not qualify for mortgages to buy homes or to get needed credit. 

For many borrowers, the choice is not between an ARM and a fixed rate mortgage to 
finance the property they want; it is an ARM or no mortgage at ail. 

Hybrid ARMs are not “exploding mortgages.” Payment increases are generally much 
smaller than alleged and by virtue of borrowers moving or refinancing, frequently never 
come due. The rates and payments under hybrid ARMs do not normally increase by 
40-50 percent, after the option period has expired, as has been alleged. In fact, 
whether there are any payment increases depends on the structure of the ARM and 
what happens to interest rates during the fixed period of the loan. Data from lenders 
demonstrate that today, on average, the change between the average start rate and the 
average fully indexed rate under these mortgages is generally no more than 2-3 
percentage points. To protect borrowers from unmanageable payment increases, 
lenders structure hybrid ARMs so that there is a cap on the periodic adjustment. Also, 
as indicated, most subprime borrowers do not remain in their mortgages for more than 
three years. In any event, the potential increase in payments for borrowers later in the 
life of a hybrid ARM pales by comparison to the initial up-front savings to these 
borrowers. 
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C. Federal and State Guidance 
1. Nontraditlonal Guidance 

On September 29, 2006, the federal financial regulators including the Board of 
Governors of the Federal Reserve (FRB), the Office of the Comptroller of the Currency 
(OCC), the Office of Thrift Supervision (OTS), the Federal Deposit insurance 
Corporation (FDIC) and the National Credit Union Administration (NCUA) jointly issued 
Final Guidance on Nontraditional Mortgage Products (the Guidance).^ Key aspects of 
the guidance are the same as the proposed guidance issued for comment by the 
regulators, with a few significant clarifications. 

The Guidance addresses risks posed to federally regulated financial institutions by the 
growing use of mortgage products that allow borrowers to defer payments of principal 
and, sometimes, interest. The guidance specifically covers interest only (lO) and 
payment-option adjustable rate mortgages (Option ARMs). It specifically excludes home 
equity lines of credit (HELOCs) and reverse mortgages. 

The guidance applies to federally regulated institutions including federally chartered 
banks, savings and loans and credit unions but it has a "trickle down" effect since it 
requires such institutions to monitor the quality of third party originations so they reflect 
the institutions’ lending standards and compliance with laws and regulations. 

The Guidance addresses three sets of concerns: (1 ) Loan Terms and Underwriting 
Standards; (2) Portfolio and Risk Management Practices; and (3) Consumer Protection 
Issues. 

On November 14, 2006, the Conference of State Bank Supervisors (CSBS) and the 
American Association of Residential Mortgage Regulators (AARMR) encouraged the 
states to adopt guidance which generally tracked the Federal Guidance and, to this end, 
both organizations published their template as CSBS/AARMR Guidance. This guidance 
is based on the Federal Guidance, and only modified or deleted those provisions 
dealing with risk management that were inapplicable to non-depository institutions. 

In their press announcement, the organizations noted that consistent guidance "will 
allow the opportunity to gauge the impact on the mortgage market and consumer 
behavior.” As of this date, 35 states and the District of Columbia have adopted or 
begun the process of adopting the CSBS/AARMR guidance. 

Mortgage lenders have been subject to a patchwork of lending requirements, in areas 
other than nontraditional products, emanating from the federal, state and even local 
governments. These diverse standards, while well-intentioned, have lessened 
competition, increased regulatory costs and, thereby, increased costs to the consumer. 


^71 Federal Register 58609 (October 4, 2006) 

http://www.federaheserve.gOv/boarddocs/press/bcieg/2006/2Q06Q929/attachmentl. p <lf 
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Restrictions that vary from locality to locality lessen the number of entrants that are 
willing to learn and comply with particular requirements. Increased regulatory risks and 
compliance costs for those who do compete translate into increased costs for 
consumers. 

For this reason, MBA particularly appreciates the efforts of the regulators to develop 
guidance that is consistent among federal and state regulated institutions. Consistency 
of guidance better serves consumers, increases competition and lowers costs. 

2. Proposed Statement on Subprime Lending 

On March 7, 2007, the federal financial regulators including the Board of Governors of 
the Federal Reserve (FRB), the Office of the Comptroller of the Currency (OCC), the 
Office of Thrift Supervision (OTS), the Federal Deposit Insurance Corporation (FDIC) 
and the National Credit Union Administration (NCUA) jointly proposed for public 
comment a Statement on Subprime Lending (Statement). 

The Statement addresses several items including: nonprime loans with a fixed 
introductory rate that expires after an initial period and then adjusts to a variable index 
rate plus a margin; low documentation loans; "payment shock;" product features likely to 
result in frequent refinancings; prepayment penalties; and loans made with inadequate 
information to the borrower concerning material terms and product risks including the 
borrower’s obligations for taxes and insurance. The Statement proposes guidance for 
federally regulated institutions regarding risk management and underwriting, control 
systems, consumer protection for these loans as well as plans for supervisory review. 
The Statement also poses several questions for comment including whether it should be 
extended beyond the subprime market and the effect of its underwriting provisions on 
borrowers due for a reset of their loan's rate. 

Notably, the Statement proposes to require that, in qualifying borrowers for nonprime 
ARM loans meeting the foregoing criteria, institutions should evaluate the borrower's 
ability to repay the debt by final maturity at the fully indexed rate. It also provides that 
the higher a loan's risk either from a loan's features or borrower characteristics, the 
more important it is to verify the borrower’s income, assets and liabilities. The 
Statement reminds institutions of necessary consumer protections including warnings 
about payment shock, balloon payments, taxes and insurance and prepayment 
penalties. 

MBA appreciates the efforts of the Regulators to provide separate guidance concerning 
underwriting, risk management and consumer protection issues concerning subprime 
short-term hybrid adjustable rate mortgage (ARM) products, subprime low 
documentation loans and subprime loans with prepayment penalties and other specified 
features. These products are not covered by the Regulators' October 4, 2006 
Guidance.’* 


‘ Interagency Guidance on NoniradHionat Product Risks, 71FR 58609 (October 4, 2006). 
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The actions of the Regulators in providing guidance on short-term® hybrid ARMs and 
low or no documentation loans is particularly timely and appropriate considering the 
very high demand for these products and recent concerns that these products may 
present a higher risk of default depending on economic conditions including falling real 
estate prices. MBA also particularly appreciates that the Regulators ask questions 
about the potential effects of the Statement. 

The scope of and subjects covered by the Statement are of great significance to the real 
estate finance industry and to the consumers MBA and its members serve. While MBA 
believes that the subjects covered by the Statement are generally appropriate, we are 
concerned that the Statement, if finalized as proposed, would unduly limit credit and 
homeownership opportunities to credit worthy borrowers; unwisely make lenders 
responsible for third party mortgage brokers, increasing costs to all borrowers; and 
permanently add a new layer of disclosures without a comprehensive revision of the 
current disclosures that borrowers face and routinely ignore across the entire market. 

MBA submitted a comment letter to the Regulators on May 7th, and in it expressed 
points that require further clarification or modification before making the Statement final. 
Those main points are: 

1 . The Statement should make clear that it does not cover subprime or prime 
mortgage products beyond those that it was designed to cover - subprime hybrid 
ARMS, subprime low documentation and other subprime loans with other 
identified features - to avoid an unnecessary tightening credit to subprime or 
even prime borrowers generally. 

2. While the Statement should define “subprime” for purposes of specifying the 
Statement’s coverage, MBA questions the use of the definition contained in the 
2001 Expanded Guidance for Subprime Lending Programs® which, among other 
things, provides that a credit score below 660 is subprime. 

3. While MBA supports provisions of the Statement requiring that lenders 
underwrite loans based on a finding of a borrower’s ability to repay, the 
Statement should avoid adopting a rigid, one size fits all underwriting standard. 
The Statement should also provide exceptions and flexibility to avoid unduly 
restricting credit to credit worthy consumers and even risking foreclosure for 
some. The Statement should make clear that there are several means in 
addition to debt-to-income ratio to qualify borrowers, even for reduced 
documentation loans. In addition, any ability to repay guideline could become 
problematical if applied to investor-property loans. Therefore, the Statement 
should make clear that it only applies to owner-occupied properties. 


' 2/28S and 3/27s. 

‘2001 Expanded Guidance forSubprime Lending Programs, January 31, 2001. Federally insured credit 
unions should refer to LCU 04-CU-1 3 - Subprime Lending ActlviSes. 
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4. The Statement should make clear that reduced documentation loans are 
appropriate options for some borrowers as long as the risks of the loan are 
appropriately evaluated and the borrower is informed of any increased cost 
resulting from the loan. 

5. The Statement should support improved disclosures by mortgage brokers, along 
with the other disclosures required under the Statement, to address concerns 
about steering rather than simply requiring lenders to redesign compensation 
programs, in particular, mortgage brokers should provide much better 
disclosures of whether or not they are the consumer’s agent. Furthermore, 
brokers should disclose their fees to prevent steering to products that are more 
lucrative for the broker; Regulators also should support better licensing and 
bonding requirements for brokers. 

6. Additionally, while MBA strongly supports the consumer protection provisions of 
the Statement requiring new disclosures, MBA also strongly believes that to be 
truly effective, disclosures and the disclosure process, including disclosures 
under RESPA, TILA and other laws, must be comprehensively overhauled and 
greatly simplified, so that the resultant disclosures are read, understood and 
useful to consumers, increase competition and lower consumers' costs. 

7. Prepayment penalties lower subprime borrowers’ mortgage interest rates and 
monthly payments. The Statement should allow borrowers to be given the 
choice of a lower rate loan with a prepayment penalty or a higher rate loan 
without one where one is available or may be available elsewhere. As long as 
there is clear disclosure, a real benefit of a lower rate, and a choice of a 
mortgage with and without a penalty, if available, borrowers should be permitted 
to opt for a prepayment penalty. However, MBA appreciates and supports the 
Regulators’ strong encouragement that institutions that impose prepayment 
penalties structure them in such a way that they do not extend beyond the initial 
reset period and, further, provide borrowers a sufficient window of time 
immediately prior to the reset date to refinance without a penalty. 

8. While MBA abhors predatory lending as a stain on the industiy, it is important 
that the Statement not inadvertently eliminate good credit options. 

9. The Regulators should recognize and encourage the development of products by 
the lending industry that lessen payment shock but, at the same time, recognize 
that for borrowers who understand and effectively use hybrid products, such 
products should remain available as financing options. 

10. The Statement should address several other issues, including our responses to 
the Regulators’ questions. 
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3. Underwriting Standards 

The establishment of underwriting standards is ordinarily the responsibility of lenders 
and mortgage Investors who are constantly refining credit policies in response to risk 
analysis, market conditions, and consumer behavior. Mortgage lenders have 
successfully offered nontraditional as well as hybrid ARM products using credit reports, 
credit scores, and sophisticated modeling to ensure that the features of nontraditional 
loans are mitigated with features that reduce risk. While recent information assumes 
that some lenders and investors have developed products that have resulted in 
unsatisfactory delinquency levels, it is far too early to fully assess the extent of this 
problem. It is clear though that the capital markets have responded through changing 
the guidelines and underwriting standards of the products in which they will invest. 
Current credit options have become much more conservative. 

While MBA and its members agree that borrowers should not be underwritten at teaser 
rates that are substantially below the fully-indexed accrual rate and are in effect for just 
the first few months of the mortgage, MBA has not favored the establishment of rigid, 
overly broad, undenwriting standards that require analysis of borrowers’ ability to repay 
the debt by final maturity at the fully indexed rate, assuming a fully amortizing 
repayment schedule. We have commented that such an approach is far too prescriptive 
and forces lenders to apply credit policies that disadvantage products in a manner 
which is Inconsistent with their risks. 

The nontraditional guidance expects that interest-only and payment option mortgages 
be undenvritten to the fully indexed rate, a result that will limit the availability of these 
products. The extension of this requirement to hybrid ARMs will have a similar effect. 
Moreover, under an approach requiring underwriting to the fully indexed rate, a 10/1 
hybrid ARM with a 20-year amortization starting in year eleven would be disadvantaged 
against a 3/1 hybrid ARM with a 27-year amortization starting in year four despite the 
fact that most lenders would consider the 10/1 hybrid ARM a lower risk product 

Key risk factors of a hybrid mortgage include the initial length of time during which the 
interest rate is fixed, where an interest-only payment Is required or the fact that the loan 
does not amortize. An overly broad standard may require tenders to invert this risk 
analysis and treat loans with a longer fixed rate or payment timeframe as higher risk 
than those with shorter timeframes. 

MBA would caution that if the policy decision is to require underwriting of hybrid ARMs 
to the fully indexed rate going fon/vard, any such policy must be flexible enough to 
ensure that all borrowers facing a reset will have access to credit to refinance. To that 
end, MBA is committed to consultations with Wall Street, the government sponsored 
enterprises and advocacy organizations to assure that credit is available. We cannot 
allow the current tightening of credit to strangle borrowers who, previously, could easily 
refinance. 
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4. Portfolio and Risk Management Practices 

MBA and its’ members share the view embodied in the guidance that lenders should 
pay particular attention to those products in their portfolios that carry higher risks and 
change credit policies and risk management practices when performance problems 
arise or risk analysis indicates there might be a problem. 

There is also agreement with the requirement that mortgage lenders should have 
appropriate controls in place for the types of mortgage products they originate. Lending 
institutions work internally and with their regulators to ensure that their loan loss 
reserves are adequate given the risks in their portfolios. 

5. Borrower Information Concerning Nontraditional Products 

MBA and Its members strongly believe that the features of mortgage products offered to 
consumers should be fairly represented so that consumers can decide for themselves 
which product makes the most sense given their personal financial position. Many 
consumers understand the array of products and have used them appropriately to their 
advantage. 

Because there is no single, uniform, mandated disclosure for nontraditional products, 
lenders have developed their own disclosures to inform borrowers about the 
characteristics of these products. Many mortgage lenders have been originating these 
products for a considerable amount of time and have significant experience with them. 
This experience has informed the development of disclosures. 

Lenders also provide borrowers the range of information and disclosures mandated 
under the Real Estate Settlement Procedures Act (RESPA) and the Truth in Lending 
Act (TILA), including the Consumer Handbook on Adjustable-Rate Mortgages (CHARM) 
booklet. 

MBA has reviewed the disclosures developed by several MBA members who originate 
significant volumes of nontraditional mortgages and have found them to be quite 
detailed and comprehensive in providing consumers the information they need to fully 
understand the mortgage product they are considering. 

Mortgage lenders that successfully offer these products constantly review the 
performance of these loans. They make changes as warranted to credit policies and 
other practices. Including disclosures, to improve performance and to facilitate customer 
understanding. 

MBA and its members are working on what we think is a groundbreaking, new effort 
called Project Clarity. This effort will establish simple, plain English documents to be 
provided to all borrowers at the earliest possible time when they are shopping for a 
mortgage. First, we developed them, and now at the expense of the industry, we have 
been testing them around the country in focus groups. The draft disclosures are still 
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under review and testing and we anticipate having them out this summer. We want 
these important documents to help our customers as quickly as possible. 

MBA appreciates the efforts of the federal regulators to issue Proposed Illustrations of 
Consumer Information on Nontraditional Products published contemporaneously with 
the federal nontraditional product guidance and we strongly urge the regulators to use 
the existing authorities under TILA to improve disclosures for nontraditional products 
nationwide. 

The regulators determined that new information as set forth in the Proposed illustrations 
could not await a more comprehensive approach to disclosure as suggested by MBA in 
its comments on the Guidance. The regulators concluded that guidance was needed 
now, to ensure that consumers get the information they need about nontraditional 
products. There is a similar point of view respecting the products covered by the 
Statement. While MBA supports provision of all necessary Information, we urge the 
regulators to regard the new disclosure illustrations as a temporary approach. MBA 
recommends that the regulators direct their energies toward a much more 
comprehensive approach of improving the mortgage disclosure process for consumers 
and require the provision of these disclosures from ail mortgage lenders. 

Consumers today confront a pile of disclosures when they apply for and close on a 
mortgage. Sadly, every new layer of disclosure simF>ly increases the likelihood that the 
consumer will merely initial all of them without even a cursory reading. For this reason, 
the number of disclosures need not increase, rather, they need to be combined, 
streamlined and made much more user friendly. 

Efforts at Improvement should include ail disclosures required by federal law. Because 
RESPA and TILA apply to regulated and unregulated entities, such an approach is the 
best means of assuring that virtually all consumers receive high quality information and 
that a level playing field of disclosure requirements is established for all industry 
originators. These efforts should also consider the plethora of state disclosures. 

MBA strongly believes that sound underwriting, risk management and consumer 
information are essential to the public interest. We also believe it is essential that the 
legislative and regulatory environment foster innovation in the industry to assure that 
borrowers confront a competitive marketplace offering low cost credit options. Such an 
environment allows lenders to provide borrowers the widest array of options to 
purchase, maintain and, as needed, draw equity from their homes to meet the demands 
of their lives. 

III. THE PRIMARY REASON FOR DEFAULTS ARE EMPLOYMENT, FAMILY AND 
ECONOMIC DIFFICULTIES - NOT PRODUCT CHOICES 

There is no evidence that product choices by borrowers are determinative of defaults or 
foreclosures. Different products have different default rates but the product choice does 
not cause the default. Data consistently demonstrate that delinquencies among all 
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borrowers are a function of a variety of factors including, first and foremost, economic 
difficulties caused by job losses. According to Freddie Mac, based on a sample of loans 
in Workout Prospector® from 1999 to 2005, the following sets out the reasons for 
delinquency: 

Reasons for Delinquency 

Variations in delinquencies from state-to-state reflect differences in the level of 
unemployment: 


Unemployment or curtailment of Income 

41.5% 

Illness or Death in Family 

22.8% 

Excessive Obligation 

10.4% 

Marital Difficulties 

, 8.4% 

Extreme Hardship 

3.3% 

Property Problem or Casualty Loss 

2.1% 

Inability to sell or rent property 

1.6% 

Employment Transfer or Military Service 

0.9% 

All Other Reasons 

9.0% 


The impact of employment on loan performance is illustrated in a comparison between 
Arizona and Michigan for the fourth quarter of 2006. The foreclosure inventory rate for 
subprime hybrid ARMs in Michigan was 11.39 percent and in Arizona it was1.66 percent 
during this period. At the same time, unemployment rates in Michigan were 7.2 percent 
and 4.15 percent in Arizona. The increased unemployment rate corresponds to the 
increased foreclosure rate in Michigan and the converse is true in Arizona. 

The chart below sets out a comparison of the top five states that have the highest and 
lowest delinquencies across all loan categories including subprime ARM, subprtme 
fixed, FHA, prime ARM and prime fixed. The same three states - Ohio, Michigan, and 
Indiana — make the top five states with the highest delinquencies all in five categories. 

It also happens that these three states have significant unemployment problems. It can 
not be denied that there is a causal relationship between employment and homeowners' 
ability to make their mortgage payments. 
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Subprime ARM 


Highest Five: 


Ohio 

19.03 

Michigan 

17.70 

indi^ 

10.70 

Iowa 

15.21 

Kentucky 

13.08 

US Total 

9.16 

California 

5.67 

Lowesf Five: 

Hawaii 

4.74 

Wa^inglon 

4.49 

Uah 

4.08 

Ore^ 

3.78 

Arizona 

3.08 


Subprime Fixed 

Ohio 

13.05 

Indiana 

10.68 

Michigan 

10.60 

South Carolina 

9.17 

Pennsylvania 

9.09 


6.04 


2.48 


Oregon 

2.22 

Arizona 

2.10 

Wyoming 

2.10 

Hawaii 

1.91 

Alaska 

1.17 


FHA 


Michigan 

10.70 

Ohio 

9.43 

Indiana 

8.06 

South Carofina 

7.73 

Georgia 

7.51 


5.78 


2.06 


Idaho 

2.15 

CaliforrtIa 

2.05 

Montana 

1.85 

Wyoming 

1.52 

Alaska 

1.37 


Prime ARM 


Ohio 

3.89 

Oklahoma 

3.82 

Incfiana 

3.74 

Midiigan 

3.83 

Iowa 

2.79 


1.45 


0.87 


Washington 

0.59 

Oregon 

0.57 

Arizona 

0.53 

Idaho 

0.53 

Hawaii 

0.49 


Prime Fixed 

Ohio 

1.95 

incflana 

1,76 

Michigan 

1.29 

South Carolina 

1.25 

Kentucky 

1.20 


0.69 


0.17 


Wyoming 

0.21 

Montana 

0.19 

Califomia 

0.17 

Hawaii 

0.13 

North Dakota 

0.11 


Seriously Delinquent loans defined as 3 or more payments lata plus loans in fweclosure 
Excludes Louisiana and Mississippi 


While overall delinquencies rose in the fourth quarter of 2006, assertions that 
delinquency rates are at crisis levels and a greater percentage of borrowers are losing 
their homes are not supported by data. In fact, delinquency and foreclosure rates have 
remained relatively low with Increases over the last year. The chart below traces 
delinquencies from 1998 through the fourth quarter of 2006. It reveals the fact that 
delinquencies were higher in the subprime market at the end of 2000 as well as during 
2002 than they were in the fourth quarter of 2006. 


Chart 8. Seriously Delinquent Rate by ARM & Fixed 
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The delinquency rate for mortgage loans on one-to-four unit residential properties stood 
at 4.95 percent of all loans outstanding in the fourth quarter of 2006 on a seasonally 
adjusted basis, up 28 basis points from the third quarter, and up 25 basis points from 
one year ago, according to MBA’s National Delinquency Survey (NDS). All ARM loans 
had higher delinquency rates as compared to the third quarter of 2006. Delinquency 
rates for the fourth quarter increased 33 basis points for prime ARM loans (from 3.06 
percent to 3.39 percent) and increased 122 basis points for subprime ARMs (from 13.22 
percent to 14.44 percent). The delinquency rate for prime fixed loans increased 17 
basis points (from 2.10 to 2.27 percent), while the rate increased 50 basis points for 
subprime fixed rate loans (frcim 9.59 percent to 10.09 percent).^ 

MBA's fourth quarter 2006 NDS found that the percentage of loans in the foreclosure 
process was 1.19 percent, an increase of 14 basis points from the third quarter of 2006, 
while the seasonally adjusted rate of loans entering the foreclosure process was 0.54 
percent, eight basis points higher than the previous quarter. The foreclosure inventory 
rate for subprime loans In the fourth quarter of 2006 was 4.53 percent, up from 3.86 
percent in the third quarter. The foreclosure inventory rate for prime ARMs went frcim 
0.70 percent in the third quarter up to 0.92 percent in the fourth quarter; for nonprime 
ARMS from 4.68 percent to 5.62 percent. The foreclosure inventory rate increased for 
subprime fixed rate mortgage loans from 3.00 percent to 3.19 percent. 




MAP 2: Foreclosure Inventory Rales by State for Q4, 2006 


US 1.19% 


nmdsiure 
fnnirtoiir Rale* 

H 1M«-2.4e% 
H t.20H- un 
1^0 -un 


' These figures are based on MBA data. MBA defines "delinquency” as having one or more payments 
overdue. The loans in foreclosure are approximately a third of these numbers and the borrowers actually 
losing their homes are approximately a fourth of that group. 
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In its most recent data, MBA is seeing increases in delinquencies and foreclosures for 
nonprime loans, particularly nonprime ARMs. Because of technology induced cost 
reduction and efficiency gains by the industry as well as the appetites of borrowers for 
credit, the share of outstanding loans that are nonprime has been increasing for the last 
several years. The higher average delinquency and foreclosure rates among these 
loans mean the overall statistics for total outstanding mortgages are unlikely to fall as 
low as in the past. 

It is important to note that nonprime loans have always had higher delinquency and 
foreclosure rates and lenders factor in these risks when lending to nonprime borrowers. 
Given the fact that nonprime borrowers have weaker credit profiles, this is not 
surprising. Foreclosures also can be accelerated by slow housing markets that limit 
borrowers’ ability to quickly sell in order to cover their losses. MBA data has indicated 
that over the last several quarters a number of factors, including the aging of the 
portfolio, increasing short-term interest rates and high energy prices, have been putting 
upward pressure on delinquency rates. 

Nevertheless, for each borrower whose loan goes into default and is foreclosed, the 
experience is a traumatic one, and it is not surprising that legal counsel for such 
borrowers would assert every claim available to permit their clients to hold onto their 
homes. However, policymakers need to understand that keeping the homeowner in 
their home paying on their mortgage is the best outcome for both the lender and the 
borrower. 

Troubles in Cuyahoga County 

The foreclosure trends in Ohio, and specifically Cuyahoga County, are quite troubling. 
The reasons for these trends include a decline in the number of jobs in the county and a 
weakened housing market that in MBA’s experiences, are in line with traditional causes 
of foreclosures. 

From 2005 to 2006, Ohio saw a 16 percent increase in the number of new foreclosures, 
according to MBA’s National Delinquency Sun/ey. Cuyahoga County saw nearly 13,000 
new foreclosure filings in 2006, which is an increase of about 15 percent from 2005. 

An August 2005 report by the county commissioners’. Commissioners Report and 
Recommendations on Foreclosures , states the causes as a "loss of stable, living wage 
jobs" and “fraudulent lending practices by unscrupulous and unregulated brokers.” 
Although there are certainly rogue brokers around the country, it is unlikely that 
predatory lending practices, which are illegal, are the primary reason for the area's 
significant increase in foreclosures and delinquencies. There are clear indications that 
Cuyahoga County is facing economic instability. 

A January 2006 report, the Northeast Ohio Employment and Wage Trends: Economic 
Brief , which is produced by the Center for Economic Development at Cleveland State 
University’s Maxine Goodman Levin College of Urban Affairs, indicated that Cuyahoga 
County, which accounts for 40 percent of Northeast Ohio employment, saw a decrease 
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of 2 percent in total employment (-14, 908, jobs). While Cuyahoga saw this decline from 
the first quarter of 2003 through the same period in 2005, the surrounding counties all 
showed an increase in total employment in the same two-year period; Lorain County 0.7 
percent, Medina County 5.4 percent, Summit County 3.4 percent. Portage County 4.0 
percent, Geauga County 6.7 percent, and Lake County at 3.0 percent. It is a reasonable 
to conclude that these Jobs losses are a key factor for the increased number of 
foreclosures. 

The Council for Economic Opportunities in Greater Cleveland, a private non-profit 
organization, which serves low-income people in Greater Cleveland and Cuyahoga 
County, released a report. The State of Poverty in Ohio 2005 . The report states that 
Cuyahoga County lost 71,375 jobs from 2000-2004 or 8.8 percent of its total 
employment. To put this in perspective, the report says, “one out of every eleven 
Cuyahoga jobs vanished.” Many of these job losses have been in manufacturing, which 
has affected the suburban areas of Cleveland. In addition, the Council’s report says the 
"Cleveiand has the highest current poverty rate among all United States cities.” 


iV. FORECLOSURE PREVENTION AND SERVICING PRACTICES 

Mortgage servicers want to preserve homeownership and, in fact, have economic 
incentives to get borrowers back on their feet as quickly as possible and avoid 
foreclosure. Delinquencies and foreclosures are costly both from a hard and soft dollar 
perspective. Significant staff must be dedicated to handling delinquencies and 
foreclosures. Servicers also must advance principal and interest payments to investors 
and pay taxes and insurance premiums even though such payments are not received 
from the borrower. If the loan becomes seriously delinquent, servicers must hire 
foreclosure attorneys and pay for property preservattan. All these costs can be a 
significant drain on capital. In the event of foreclosure, noteholders take significant 
losses on the loans. A 2003 Federal Reserve study notes that "estimated losses on 
foreclosures range from 30 percent to 60 percent of the outstanding loan balance 
because of legal fees, foregone interest, and property expenses.” ® From a pure 
economic basis alone servicers do not desire foreclosures. 

It is important to note that servicer profits derive from receiving the servicing fee for 
administering the loans. Although the servicing fee is small, usually amounting to one 
fourth of one percent of the loan balance, when a loan is delinquent, that fee is not 
earned. When a loan is extinguished through foreclosure, the servicing asset 
represented on the balance sheet is also extinguished. Large numbers of foreclosures 
are detrimental to a servicer’s earnings and net worth. Thus, long-standing claims that 
lenders knowingly put borrowers into products they cannot afford in order to take the 
property through foreclosure are simply unfounded. 


® Foreclosing on Opportunity: State Laws and Mortgage Credit . Karen M. Pence, Board of Governors of 
the Federal Reserve System, May 13, 2003, 
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In reality, everyone loses in a foreclosure - the borrower, the local community, the 
mortgage insurer, investors and the servicer. Lenders and servicers do not have 
incentives to cause foreclosures, because profitability rests in keeping loans cument 
and, as such, the interests of borrowers and lenders are aligned. 

A. Loss Mitigation Tools 

Recognizing the significant downside to foreclosures and with a strong desire to assist 
their borrowers, servicers have, over the last 15 years, made deliberate and significant 
strides to provide workout alternatives to foreclosure. These alternatives include both 
home retention options, such as forbearance, repayment plans and modifications, and 
home relinquishment options when the borrower can no longer support the debt. Of 
course, servicers strive to provide home retention solutions whenever possible. The 
following is a brief overview of the home retention options used by servicers. The 
availability of these options is dependent on investor agreement. 

• Forbearance Plans: These plans provide postponements in payments with a 
typical duration of six months, followed by repayment of the arrearage over time. 
The plans can be verbal or written. 

• Delinquent Refinances: Although less common, borrowers that are less than 
three months behind may be able to refinance to lower rates and capitalize the 
arrearage. 

• Subordination of Unpaid Debts: Servicers in some cases can also place the 
arrearages into a junior lien in order to bring the loan current. The borrower is 
required to pay both debts, similar to a repayment plan, but this option makes 
such payments more affordable because the balance owed is amortized over a 
longer period of time. 

• Temporary Modifications: These modifications allow for a temporary reduction 
in interest rate or payments for a period of time, usually lasting about six months. 

• Permanent Loan Modifications: These modifications result in permanent 
changes to one or more of the original loan terms, such as the interest rate 
and/or duration of the loan. A permanent modification is a very effective work out 
vehicle, because it provides an immediate resolution to the delinquency by taking 
the amount of arrearage and adding it to the balance of the modified loan (e.g. 
“capitalize the arrearage") and re-amortizing the payments. The duration of the 
loan can also be extended to reduce monthly payments. While this option gives 
the borrower and loan servicer additional choices, its availability is limited for 
those mortgages that have been purchased by investors in the form of mortgage- 
backed securities. Because the MBS are held in trust, rules restrict servicers and 
trustees from altering the assets. 
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Two-thirds of ail mortgage loans are placed in trusts to create mortgage-backed 
securities and then the MBS are sold to investors. Trust documents dictate what 
the servicer is permitted to do in the way of loss mitigation. In many cases the 
servicer is prohibited from modifying the loan. In other documents the servicer is 
permitted to follow standard industry practices — a very vague standard that could 
create liability for the servicer if there is a subsequent challenge from some 
investor group. Subprime and other private label servicers have had moderate 
success in amending the investor documents, but such changes require the 
approval of all investors. There can be many investors in an MBS tmst and 
locating the beneficial owner investor can be difficult or impossible. Under some 
circumstances, the MBS trustee has to seek a legal opinion that modification of 
delinquent loans will not affect the securities’ REMIC tax status. This is costly 
and there is a risk that the IRS will have a different opinion and terminate the 
REMIC. Such a result would be financially catastrophic for the MBS investors 
because the loss of REMIC status results in taxation of the trust as a corporation 
and not as a pass-through entity. This means that the income from the MBS 
would be taxed at both the trust entity level and the investor level, rather than just 
at the investor level. 

Non-home retention loss mitigation alternatives are useful when borrowers have no 
viable means to cure their financial situation. These options offer several benefits that 
should not be discounted. First, they avoid foreclosure which can severely impact the 
borrower's credit. Second, the servicer generally does not seek repayment of the 
deficiency, which is the difference between the value received for the property and the 
amount of the debt owed. Third, borrowers are often assisted with moving expenses. 
These options are most often used when home prices decline below the amount of 
outstanding debt: 

• Pre-Foreclosure Sales (PFS) or Short Sales: Proceeds from a third party sale 
of the borrower’s home are accepted as satisfaction for the mortgage, even 
though they represent less than the amount owed. 

• Deeds-in-Lieu of Foreclosure (OIL): The borrower voluntarily deeds the 
property to the servicer as satisfaction for the mortgage even though the value of 
the property is less than the amount owed. 

B. Servicer Practices 

Before borrowers ever reach the point of being seriously delinquent, servicers attempt 
to cure the delinquency. Experience has shown that early intervention is the key to 
curing delinquencies. As a result, servicers make significant attempts to contact 
borrowers early in the delinquency or even before a delinquency occurs, in fact, prime 
lenders have adopted some techniques from subprime lenders that have proven 
effective, including: providing welcome calls to new customers ensuring that they have 
important contact information; initiating reminder calls prior to the expiration of the grace 
period for at-risk borrowers; using automation to determine when a borrower’s failure to 
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make a payment is outside of their normal pay-behavior; and prioritizing out-bound 
assistance calls to the highest risk delinquent borrowers first. This allows servicing staff 
to focus their resources where they are most needed. These techniques have proven to 
be beneficial for consumers. In addition to personal contact, servicers send numerous 
notices to borrowers informing them of their delinquency, offering loss mitigation and 
providing helpful information on how to avoid foreclosure. Property preservation 
personnel in some cases also leave discrete information at the property address.® 

Some servicers are also using telecommunication tools to streamline contact with 
delinquent borrowers. Through automation, the delinquency status of in-bound callers 
can be determined very quickly and calls routed automatically to workout staff thus by- 
passing the company's standard customer service line. The process is seamless to the 
consumer and avoids wait times. Other companies provide dedicated toll-free numbers 
that go directly to the loss mitigation teams trained to address more complex borrower 
needs. 

Servicers have also developed Web sites that allow borrowers to access loss mitigation 
information, obtain and submit required documents and in some cases apply for online. 

Unfortunately, despite all this technology and effort, over half of borrowers in foreclosure 
proceedings have had no contact with their servicer.^® This lack of contact is one of the 
biggest challenges sen/icers face in trying to cure delinquencies. 

One situation that MBA believes contributes to this low contact rate is a provision in the 
Fair Debt Collection Practices Act (FDCPA). Under FDCPA, a lender who purchases 
servicing on a delinquent loan is required to announce itself as a “debt collector" prior to 
discussions with that customer. A servicer who purchases current servicing that 
subsequently becomes delinquent, however, is not required to make this 
announcement. This so-called “mini Miranda warning” effectively drives borrowers 
away by creating a misleading and conflicting message with loss mitigation efforts 
(especially when servicers request financial information from the borrower for purposes 
of structuring the loss mitigation plan). Servicers that purchase delinquent servicing 
should be treated like other servicers and not have to provide this statement. 


® The following are the notices/solicitations typically provided by servicers; a payment reminder that 
payment is past due (from 2-1 SIh) (this Is typically for high risk borrowers); late charge notice notifying the 
customer that payment is past due and late charge has been assessed; monthly account statement 
reflecting either the current and/or total amount past due; notice of availability of counseling and 
state/local payment assistance programs at 45 days (Federal Law); mail "How to Save Your Home" 
pamphlet at 60 days (Federal Law for FHA loans); mall Internally created documents on how to save the 
home for non-FHA loans; separate letters soliciting for loss mitigation; multiple calls each month to solicit 
alternative collection/loss mitigation. Additional notifications are sent pursuant to state statutory 
requirements or preconditions to foreclosure including the breach (or demand letter); letter announcing 
acceleration of the debt; service of process notices, and foreclosure sale date. 

Foreclosure Avoidance Research . Freddie Mac. 2005. 
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Even with these obstacles, servicers are not just throwing in the towel. They are 
proactive in exploring new options that bring borrowers to the table - ways that create 
approachable environments for borrowers who might be embarrassed or not trusting of 
the lender. This includes teaming up with non-profit and for-profit agencies to assist in 
locating borrowers and providing homeownership counseling. 

Counselors work with borrowers and their servicers to achieve and execute loss 
mitigation arrangements. The hope is that homeowners who are hesitant to call their 
servicers will be more likely to contact a non-profit organization or other reputable 
intermediary to discuss alternatives. 

Recognizing the value of third-party groups in helping connect borrowers with servicers 
and work out problems, MBA has partnered with NeighborWorks America, the 
Homeownership Preservation Foundation and the Ad Council in a campaign to prevent 
foreclosure that includes free mortgage counseling. Borrowers seeking assistance 
should call 1 -888-995-HOPE or visit http://www.995hoDe.ora/ . Through this service, 
counselors are currently receiving 650 calls a day. About half of those callers enter into 
counseling sessions and 42 percent of those result in positive final outcomes, avoiding 
foreclosure. 

MBA also makes valuable information available to borrowers in every stage and status 
of the mortgage process, including delinquency, on the Home Loan Learning Center 
Web site at http://www.homeloanlearninacenter.com/ . 

The paradigm has shifted from a decade ago. Borrowers need to know that lenders can 
help. A direct call to the lender or to a reputable housing counselor can save a 
borrower’s home. We hope to convey that message whenever possible. 

V. THE IMPOSITION OF A SUITABILITY STANDARD WOULD HURT THOSE IT 
IS MEANT TO HELP 

As indicated, the data does not show that unsuitable products or predatory lending are 
the cause of delinquencies and foreclosures. The foreclosure problem is based on 
economic difficulties that confront borrowers. 

Notwithstanding, a number of advocacy organizations have urged that a “suitability 
standard” be imposed on mortgage lenders as a means of making the lender 
responsible for assuring the borrower is in the right loan to prevent foreclosure later. 
These organizations assert that a "suitability standard" applies to securities brokers and 
that there is no reason why a similar standard should not be imposed on mortgage 
lenders. MBA disagrees. 

While a specific proposal for a "suitability standard" for the mortage industry is not yet 
fully formed, a variety of approaches have been suggested. Most would simultaneously 
require more rigid, prescribed underwriting standards, a duty of fair dealing at the 
inception of the loan, a subjective evaluation by the lender whether a product is best 
suited for that borrower, the establishment of a fiduciary obligation by the lender to the 
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borrower and a private right of action to redress any violations. Some suggest that a 
regulator be empowered to specify the parameters of the requirement. While many of 
these points might sound good at first, on closer examination of the facts, they each 
raise very significant concerns for consumers. 

Earlier this year, MBA published a paper that explains why the imposition of a “suitability 
standard” on the mortgage lending industry risks unintended, negative consequences 
for consumers that would turn back the clock on hard won fair lending and 
homeownership gains. Congress should resist pressure to enact a suitability standard 
for the mortgage lending industry and, instead, should turn its attention to the creation of 
a uniform national lending standard. A unifonn national standard would be the best 
approach to addressing the current mortgage market challenges. 

A, Rigid Hard Wired Underwriting Standards Deny Credit Options to 
Borrowers 

The most recent data provided by the mortgage lending industry under the Home 
Mortgage Disclosure Act (HMDA), on loans made in 2004 and 2005, demonstrate the 
greatest and widest availability of mortgage finance in our nation’s history, which in turn 
has made possible record homeownership rates. The data show that borrowers in 
virtually every area of the nation, of every race and ethnicity, and at every income level 
receive an unparalleled array of credit opportunities. 

It is important to remember how we got to this point. The confluence of several factors 
has contributed to the growth in credit opportunities for prime and nonprime borrowers 
over the last 15 years. These factors include increased competition from an 
unparalleled number of loan originators including mortgage companies, banks, credit 
unions and mortgage brokers. They also include innovations in the mortgage market, 
resulting in the range of mortgage products available today including fixed-rate products 
and adjustable rate products as well as “nontraditional.” 

Most importantly, the past 15 years has been marked by dramatic changes in the 
mortgage origination process made possible by technology. Computerization has 
enabled a much greater understanding of default risk and the development of objective 
underwriting criteria. It has also permitted the embodiment of these criteria in 
automated underwriting tools and the growth of risk-based pricing. As shown in the 
chart below, according to the Federal Housing Finance Board’s data from their Monthly 
interest Rate Survey, the costs of originating a mortgage have declined tremendously 
both measured as a percentage of the loan balance and in nominal dollars. 
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Initial Fees and Charges on 
Conventional Purchase Mortgage Loans 


Percent of Loan Balance $ Fe^ 

(Nominal) 



Source: Federal Housing Finance Board 


Risk-based pricing, in turn, has permitted the development of a market to serve the 
needs of nonprime borrowers “who have difficulty in meeting the underwriting criteria of 
‘prime’ lenders because of blemished credit histories or other aspects of their profile."’^ 

Rigid new undenArriting standards, no matter how well intentioned - even as seemingly 
innocuous as requiring a particular debt-to-income ratio, for example - will result in 
denying some borrowers’ credit who would otherwise qualify in today’s market. Some 
of these borrowers will even be denied homeownership although they would qualify 
today. The magic of today’s market is that the widest range of borrowers can get the 
widest spectrum of loans. 

Similarly, while it might sound reasonable to require that all borrowers contending for a 
hybrid adjustable rate mortgage (ARM) that allow lower fixed payments for an initial 
period and higher payments after that be qualified at the fully indexed rate, such an 
approach will lock some borrowers out of the home of their dreams and deprive them of 
lower payments. It would also have the consequence of failing to allow these borrowers 
an opportunity to repair their credit so they can refinance into a lower priced prime loan 
before the rate adjusts. Moreover, ARMs allow borrowers to allocate more of their cash 
flow to other uses. For example, a borrower who saves on their mortgage payment can 
put more funds towards financial investments, potentially diversifying their overall 
portfolio. 


” Remarks by Governor Eriward M. Gramlich at the Federal Reserve Bank of Philadelphia, Community 
and Consumer Affairs Department Conference on Predatory Lending, Philadelphia, Pennsylvania 
(December 6, 2000), 
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borne insist tnat a Dorrower wno can not meet iixeo ratios snouio oe oenieo creun it 
they don’t satisfy a particular test. Such a result is unnecessary in today's financing 
world. Also, respectfully, MBA wonders if that opportunity should be withheld from 87 
percent of borrowers, including those who qualified for nonprime loans who are making 
their payments and achieving the dream of homeownership. 

Today, borrowers at nearly all points on the credit spectrum qualify for loans. The 
imposition of new rigid standards would change that, 

B. The Imposition of a Suitability Standard Risks Unintended Consequences 

While certainly not intended to promote or authorize discrimination or reignite redlining, 
MBA is extremely concerned that the Injection of subjective standards into the mortgage 
process would conflict with and potentially threaten fair lending, community 
reinvestment and homeownership gains particularly for first time homeowners and 
minorities. 

The reason this would happen is not because anyone has bad motives but because 
new subjectivity would be injected into the market, the risks would increase markedly, 
driving many lenders to be much more cautious or even to withdraw from the market. 
Lessened competition and increased risks will decrease financing options and increase 
costs. 

Since the 1990’s, the denial rates of African-American loan applicants, though still 
greater than white borrowers, have declined considerably. In 1992, the denial rate for 
conventional home purchase loans for African-American borrowers was 36 percent and 
in 2004 it was 24.7 percent. While there has been some increase in the institutions 
covered by HMDA over these years, the number of applications nearly quadrupled over 
this period.'** 

Although all homeownership has increased since the 1990s, the percentage increase in 
African-American homeownership has been greater than among whites and the national 
average. The African-American homeownership rate has increased almost six 
percentage points since 1 994, while the overall rate has increased nearly five 
percentage points. If a subjective suitability standard is imposed, in the first instance, 
lenders will be required to assure that a loan is suited for the borrower. If such a 
standard is imposed, a lender facing a mortgage applicant who is a member of a 
protected class, and for whom a loan product may be '‘unsuitable,” might deny the 
borrower credit options to confonn to the suitability requirement and, at the same time, 
violate the letter and spirit of fair lending and community investment requirements. 
Conversely, if credit is extended, the lender risks violating a suitability requirement. 

Either way, by injecting subjective standards into the process, there will be much 
greater caution by lenders and less competition in the market as lenders shy away from 


1992 and 2004 HMDA data. 
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these risks. There is real concern that subjectivity and even caution will 
disproportionately affect first-time homeowners, minorities and those with less wealth 
where suitability and fair lending concerns intersect. 

Even if the facts suggest that a lender is in compliance with both fair lending rules and a 
suitability requirement, borrowers who go into default are likely to claim that the loan 
was “unsuitable." This new cause of action will also drive lenders out of markets, 
lessening the availability of credit and driving up costs for consumers. It would seem 
that only the lawyers will benefit. 

Although as indicated, advocacy organizations point to the securities industry as a 
model for a suitability standard, on examination, the industries are not analogous. Their 
business models differ and so do the policy imperatives that govern them. 

While federal policy has been to encourage mortgage lenders to make credit available 
to as many borrowers as possible, by contrast those responsible for regulation of the 
securities industry have not made expansbn of investment opportunities to underserved 
persons or neighborhoods a major policy initiative. The consequence of the suitability 
requirement for a securities firm is that overiy cautious broker-dealers will lose out on 
commissions. The consequence of a suitability requirement for mortgage lenders is that 
overly cautious lenders may violate the letter of federal anti-discrimination laws and the 
spirit of community reinvestment laws. 

As far as their business models are concerned, securities broker-dealers function as 
intermediaries between their customer and the market to invest their customers’ money; 
broker-dealers hold themselves out as investment consultants. Mortgage lenders, on 
the other hand, represent their companies and investors whose money they put at risk 
to make loans to borrowers; they do not function as agents or fiduciaries and they do 
not hold themselves out as such to borrowers. Consumers select their securities advisor 
on a long-term basis, but regularly shop among mortgage lenders when seeking a 
mortgage. 

It is noteworthy that survey data indicates that an intrusion by lenders into the 
borrower's personal decisions is unwelcome by the borrower whom a suitability 
standard would be designed to protect. One recent study found that 88 percent of 
respondents would prefer to “decide for themselves whether or not a mortgage product 
is right for them, rather than leaving that responsibility to the mortgage lender.”^ 

Also notably, borrowers subject to a pilot program in the City of Chicago that imposes 
mandatory financial counseling only for borrowers in specific ZIP codes have filed a law 
suit alleging that the program amounts to “state-sanctioned redlining."’’* Governor 


See American Financial Services Associallcn Press Release, ‘‘Borrowers, Not Lenders, Should Decide 
Appropriateness of Mortgage Products, Finds Survey," (Nov. 20, 2006). 

“ See Mary Umberger, “Home Buyer Counseling Challenged,” Chicago Tribune, Nov. 2. 2006, 
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Blagojevich suspended this law on Friday, January 19, recognizing that it was hurting 
the people it was designed to protect, according to The Chicago-Sun Times.'^^ 

Lenders can and do offer valuable information to consumers. Lenders help consumers 
understand what mortgage products are available and for what mortgages they might 
qualify. For this reason, it pays for consumers to see lenders early in the home buying 
process, not only to detemnine what property they can afford, but also to consider their 
financing choices in relation to their particular situations, including their incomes, credit 
and plans to stay in their homes. Nevertheless, lenders cannot serve as agents and 
fiduciaries for borrowers as well as for their own companies. 

Despite the wide range of market innovations, some borrowers have obtained loans 
with terms that negatively impact their ability to repay. Let us assure you, the 
fundamental goal that borrowers only obtain loans they can repay is shared by 
consumers, advocacy organizations, regulators and mortgage lenders alike. For this 
reason, the mortgage lending industry has a great stake in striving, along with advocacy 
organizations, legislators and regulators, to make the tending process as 
understandable and abuse-free as possible and more work is needed toward this goal. 
However, imposing a suitability standard is not an appropriate solution and would run 
the risk of turning back the clock on innovations that have greatly expanded home 
ownership opportunities. 

Congress, therefore, should resist pressure to enact a suitability standard which would 
harm consumers. Retaining the current “arms length” transaction model in the 
mortgage lending industry works best. 

VI. STEPS CONGRESS CAN TAKE TO PROTECT CONSUMERS 

There are at least three things Congress can do to help consumers become better 
informed through the mortgage process, protect themselves and help them make the 
best choice for themselves. 

First, considerable resources should be committed to improving borrower education to 
raise the level of financial literacy, including incorporating this issue into general 
educational programs and increasing access to transaction-specific borrower 
counseling. It would be a worthy undertaking to conduct a review of total government 
efforts in the area of financial literacy to see what is working is what is not. This study 
could also include the amount of resources expended for this purpose. MBA believes 
that better financial education would empower all borrowers to shop effectively among 
the array of competitors in the marketplace. 

Second, simplification of the mortgage process and all necessary consumer information 
would make it much easier for an empowered consumer to navigate the market, and 
such improvements are long overdue. Consumers today face a pile of disclosures 


” See Lisa Donovan, “Gov Halts Mortgage Counseling,” Chicago Sun-Times, January 21 , 2007. 
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when they apply for and close on a mortgage. Efforts at improvement need to 
streamline the existing mandated disclosures and information, and must be 
comprehensive and well considered. A successful effort would result in much more 
effective information on the benefits, costs and features of the loan options presented 
by lenders. It would also go a long way to help borrowers shop for mortgages among 
lenders with an ability to make an apples-to-apples comparison. 

Third, uniform lending standards that are clear and objective, but do not unduly restrict 
the market, would improve on the standards established under HOEPA to stop lending 
abuses. These standards must be national in scope to enhance competition in all 
markets for ail borrowers, especially nonprime. Such standards will allow all borrowers 
to benefit from greater choices, competition and lower prices that a fair and fully 
functioning market brings. MBA would support the expansion of the types to loans to be 
covered in a uniform national standard to include purchase money loans and open- 
ended lines of credit. 

MBA supports the framework for a national standard that includes the following 
principles and components. 

Broad Principles of a National Standard: 

• Uniform National Standard. A national law should recognize a national 
mortgage market by including broad preemption that facilitates competition and 
market efficiencies leading to low cost mortgage lending. It should apply to all 
lenders creating uniformity in the market, it should not change the current 
regulatory oversight, preemption or enforcement regime of those regulated by 
the Office of the Comptroller of the Currency (OCC), the Office of Thrift 
Supervision (OTS), the National Credit Union Administration (NCUA), the 
Federal Reserve Board (FRB) and the Federal Deposit Insurance Corporation 
(FDIC). 

• Protect Financing Potions. The innovation of lenders to make mortgage credit 
more widely available through a variety of products and financing tools should be 
protected. Unduly limiting or outlawing finance options could put 
homeownership out of borrowers’ reach, particularly underserved borrowers. 

• Risk-based Pricing. Lenders' ability to efficiently price loans based on the risk of 
non-payment presented by a borrower has revolutionized and expanded the 
availability of mortgage credit. Through risk-based pricing, mortgage credit is 
more widely available to borrowers, especially to traditionally underserved 
communities. A national standard should recognize and protect the benefits of 
risk-based pricing. 

• A Suitability Standard Should Not Be Imposed. Certain groups have suggested 
imposing a suitability standard on mortgage lenders. Lenders already make a 
“suitability” determination through assessing affordability when underwriting a 
consumer’s ability to repay a loan. A suitability standard beyond that threatens 
progress made in fair lending as well as the availability and affordability of credit 
to homeowners by reintroducing a subjective determination into a loan officer’s 
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work. Further, the imposition of a suitability standard exposes lenders to 
significant liability and will increase the cost of mortgage credit since it could 
affect the mortgage-backed security marketplace. 

• Objective Standards. The provisions of any national standard passed by 
Congress should include clear, objective standards so that consumers 
understand their rights and protections and lenders understand compliance 
requirements. 

• Added Consumer Protections: MBA supports increased protections for 
consumers in a national standard. 

Components of a National Standard: 

A. HOEPA Triggers: 

• Reasonable High Cost Loan Triggers. Almost no lenders will make loans that 
meet the HOEPA high cost loan triggers because of the significant liability that 
attaches. Investors will not buy high cost loans because of the liability, which 
dried up liquidity for these loans. The triggers, therefore, act as a de facto usury 
ceiling In that lenders won't make loans above the triggers. Therefore, the APR 
and point and fee triggers should be maintained at their current levels so that 
legitimate lending is not cut off. MBA would support the setting of triggers at a 
reasonable level to help assure that mortgage credit continues to be available to 
credit-worthy borrowers. 

• Point and Fee Definition Should Not Be Overly Broad. A national standard 
should maintain the items included in HOEPA for making the point and fee 
calculation. Neither prepayment penalties, nor yield spread premiums should be 
included in the definition because doing so would threaten the use of these 
finance options and because the value of those items is already reflected in the 
interest rate and APR. Thus, including those items in a points and fees test 
would result in double counting. Lowering the point and fee trigger by 
excessively expanding the point and fee definition will invariably cut off legitimate 
credit to our neediest borrowers. 

B. HOEPA Protections: 

• Refinancing a Loan Should Provide a Benefit to a Borrower . Existing loans 
should not be refinanced into a high cost mortgage loan unless doing so provides 
a benefit to a borrower. A national standard should allow regulators to establish 
objective safe harbors for determining when the benefit threshold is met. 

• No Asset Based Lending. Evaluating a borrower's ability to repay a loan is 
fundamental to a lender in underwriting a mortgage application. A lender has 
every incentive to ensure a loan is properly underwritten since the lender takes 
the risk of loss on a defaulting loan and, through agreements with investors, can 
be forced to repurchase a loan from the secondary market. A borrower’s ability 
to repay a high cost loan should not be solely based on the collateral value of the 
property. 
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• Assignee Liability . MBA supports the maintenance of the existing assignee 
liability regime provided in the Truth in Lending Act (TILA) and HOEPA. 

C. Consumer Protections for All Loans: 

• Prepayment Penalties Should Be Limited to Three Years. Prepayment penalties 
reflect an agreement between the lender and borrower whereby the borrower 
agrees to stay in a mortgage for a period of time in exchange for a lower rate or a 
significant reduction in fees. If a prepayment penalty is offered, it should be 
limited to three years and clearly disclosed to the borrower. 

• Yield Spread Premiums Are a Valuable Financing Option. A yield spread 
premium (YSP) is a very good mortgage financing option that allows borrowers to 
pay closing costs through the rate. The inability to use yield spread premiums 
could bar creditworthy borrowers from homeownership. Where RESPA requires 
it, MBA would support improved YSP disclosures. 

• Borrowers Should be Given Choice to State Income. Stated income loans are 
important to certain borrowers, especially in the emerging markets, because 
documenting their income in connection with a mortgage application can be 
difficult. Further, interested borrowers should be given the option of choosing a 
stated income loan versus a fully documented income loan if the borrower so 
chooses and if the lender has disclosed any cost difference. 

• Home Improvement Contracts. Lenders should disburse loan proceeds to the 
borrower or jointly to the borrower and the contractor, or through a third-party 
escrow agent. Lenders must not disburse loan proceeds until the payment is 
approved in writing by the borrower, the contractor has signed a certificate of 
completion or the contract, and the property has been made available to the 
lender for inspection. 

D. Standards for All Loans: 

• Right to Cure. A national standard should permit lenders reasonable time to 
“cure” any unintended errors in the mortgage transaction without incurring any 
further or punitive liability. 

• Accurate Appraisals. When formal valuation methods are required, lenders must 
evaluate properties through real estate appraisal professionals and/or through 
automated valuation models. Participants to the transaction must be careful not 
to either pressure or be pressured. Lenders must ensure that the appraiser is 
licensed as required by law and make a good faith effort to ensure the appraiser 
is in good standing. 

Finally, while any increases in delinquencies and foreclosures are an important concern, 
prohibition of particular products is not a solution - because they are not the cause. 
Many borrowers have used a range of products effectively to realize their dream of 
homeownership and othera/ise satisfy the financial demands that we all face. 


32 



250 


conclusion 

MBA members have worked hard to put Americans in homes, facilitating the 
development of communities, increasing consumer wealth and improving the stability of 
families across the nation. The transitioning of the subprime mortgage market and the 
affect it is having and will likely continue to have on access to mortgage credit is a 
challenge for us all. MBA implores Congress not to act hastily but to partner with 
industry and consumer groups to develop new approaches to help borrowers get the 
mortgage credit to fulfill their dreams of homeownership or to refinance into a new loan. 

MBA has been long committed to fighting predatory lending and we would welcome the 
opportunity to work with Congress to develop policies that weed out bad actors and 
allow the mortgage industry to continue to serve borrowers. Financial literacy, 
mortgage simplification and a uniform national standard are steps Congress can take to 
address abusive lending. 

MBA wants to underscore the importance of innovation in making credit opportunities 
available to consumers. MBA believes that borrower choice should be protected. The 
imposition of a suitability standard risks undermining our hard won gains in the areas of 
homeownership and reaching underserved borrowers. It will take away consumer 
choice as well as access to affordable mortgage credit. 

Lenders and consumers alike have every incentive to keep borrowers in homes. 
Foreclosure is a loss for everyone. Foreclosures are caused in large measure by life 
events like job loss, divorce and illness. Lenders work very hard to offset foreclosure 
and work with delinquent borrowers to fry to keep them in their homes. 

MBA looks forward to continuing to work with this subommittee and the whole Congress 
to address challenges in the housing market and we stand ready to assist you however 
we can. 

Thank you. 
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Mr. Kucinich. Thank you very much. I’d like to give — Mr. Issa, 
if you would like to go first with the questions. 

Mr. IsSA. Thank you, Mr. Chairman. I’m going to ask some hypo- 
thetical questions. I think the first couple of panelists have done 
us a lot of good. 

Ms. McCarty-Collins, have you looked at Mr. Pollock’s one-pager? 

Ms. McCarty-Collins. I have not personally. I’m not sure if the 
association has that. 

Mr. Issa. I have, and perhaps you can leave with one today. I 
did find it interesting that I, too, have gone through the mortgage 
process multiple times and you get to where you’re signing and ini- 
tialing and signing and initialing so many times. And hy the way, 
that’s after you did the realtor part of it, which seems to grow by 
several pages a year. 

And I really do think that one of the things that your association 
needs to look at, is you need to look at how to meet all legal re- 
quirements that people are putting on you, but also give somebody 
something that they can understand that says it very clearly. 

But let me ask you the second rhetorical question, and, perhaps, 
since we have two Federal judges in the room, you couldn’t have 
a better time. If the Federal Government acted to create a tort bal- 
ance that would say that if a Federal judge found, let’s say, in the 
Federal class action or a State, if appropriate, that, in fact, the 
portfolio in the hands of whoever had it was tainted by predatory 
practices, and that portfolio’s value could represent, if you will, the 
liquidated damages, would that change how the oversight would 
occur without us passing a separate law, but simply shifting the fi- 
nancial outcome if, in fact, in a court it was found that the, that 
it was part of a portfolio that had damaged people through — and 
I don’t use the word predatory all the time. I don’t think all 
subprime, certainly VA, FHA are not predatory. But assuming for 
a moment that there’s a finding in court, would you think that 
would change the way that you would evaluate portfolios and the 
way that you would be held to deliver them? 

Ms. McCarty-Collins. You’re talking basically assigning liabil- 
ity. 

Mr. Issa. Yes. 

Ms. McCarty-Collins. OK. I think that’s a yes and no answer. 

Mr. Issa. I’ll just take a yes. 

Ms. McCarty-Collins. Well, the only problem with assigning li- 
ability is that when the secondary market view that as such a — 
what word do I want to use? 

Mr. Issa. I’m going to assume it would be less assigning. 

Ms. McCarty-Collins. And you have to have it. You have to be 
able to — ^you have to have a secondary market for those mortgages. 

Mr. Issa. I totally agree with you that you would have to, but 
I just want to followup. You know, when those subprime companies 
went out of business, they didn’t go out of business with portfolios 
in their hand. They simply closed their doors, sold off their desk. 
For the most part, a lot of them had been transactional in nature, 
and the fact is somebody else is holding the portfolio. 

Ms. McCarty-Collins. But as a lender and speaking of — when 
we’re talking mortgage bankers, we are the lenders. We are not 
mortgage brokers. We are not a pass through. So, as the lenders. 
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these subprime companies had a duty to the secondary market in 
that they had to buy back its mortgages if there was fraud, if there 
was predatory problems. 

So — and we all have those buy-back agreements in the loans that 
we sell in the market. So, what happens is as a result of those buy 
backs, this is what has bankrupted most of those companies, not 
the fact that they made the subprime or predatory loans, but the 
fact that they were found to be predatory and/or fraudulent, and 
they had to buy these loans back. 

Mr. IssA. Or close their doors because they had not reserved 

Ms. McCarty-Collins. They did not have the capital to buy 
them back. 

Mr. IsSA. So, that was my point in saying that they were trans- 
actional in nature. They were doing this, but ultimately without an 
underlying separate insurance they were in a position to issue divi- 
dends or disperse profits in the good times and then close their 
doors in the bad times. 

Ms. McCarty-Collins. That is probably true. 

Mr. IsSA. Mr. Pollock, I’ve teed up the question for you. I’m in- 
trigued at the reception you’ve been getting when you’ve said — you 
know, because we all grew up with Truth in — well. I’m afraid that’s 
us old guys today. I remember when Truth in Lending came out, 
and I remember when we tried to simplify the understanding so 
that you wouldn’t think you were paying 6 percent when the an- 
nual rate ended up being 35 or whatever it compounded to. Why 
is it we’re back to that exact same point? How is it that we lost 
track of simplicity? 

Mr. Pollock. Thank you. Congressman. One of the fans of this 
who has been helping me, was a staffer on Capitol Hill in Truth 
in Lending was 

Mr. IssA. Even I get the bell, too. 

Mr. Pollock. And he told me you should call this Truth in Mort- 
gage Lending, and I said, no, because I don’t want to repeat what 
happened to Truth in Lending, was you started off with a simple 
idea and made it incomprehensible. That’s why I have this insist- 
ence on a one page and regular-sized type. That’s the another 
thing. I don’t think you should allow little type, which confuses 
people. 

I’m not suggesting that all of the other stack of things you get 
could be taken away or this is just something you get on top, but 
for the first time 

Mr. IssA. This is like the Ditech commercial though, except 
you’re putting one more on and not taking one off. 

Mr. Pollock. That’s it. 

Mr. IssA. OK. 

Mr. Pollock. Exactly. I believe it’s the first time, I believe, that 
in the American mortgage system we’ve ever talked about disclo- 
sures that disclose the relationship of you, the borrower, and your 
income to the loan, as opposed to telling you a vast detail about 
the loan itself and leaving it to you to figure out if you can even 
understand that, how it applies to your own personal situation. 

Mr. IssA. OK. I appreciate your indulgence. Professor, I was in- 
trigued by the fact that you’ve studied this both as a subprime and 
looking at conforming loans, as we call them, in California. From 
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a practical standpoint, and we’ve dealt with this on the earlier 
panel, is there sort of the elasticity of demand? If we crank down 
and reduce some of these subprime loans, how much are we going 
to crank down the opportunity for home ownership? How elastic is 
that market, and can we make some reforms? At what point do we 
begin to reverse a trend of greater home? 

Ms. Engel. I think this is a fundamental question in any type 
of credit regulation. How do you find that balance between making 
good credit available to people who otherwise wouldn’t obtain cred- 
it, and how do you also protect people from the worst abuses in the 
market? 

One of the really nice things that’s happened from a research 
standpoint is that over the last 10 years a number of States have 
passed anti-predatory lending laws. North Carolina being at the 
vanguard and the most well known. And one thing that’s not on 
my resume, but it will be shortly is that 

Mr. IssA. You have an awfully good resume for having something 
left off. 

Ms. Engel. Well, you don’t put things on until you know they’re 
going to get published. 

Together a group of economists and my co-author, Pat McCoy, 
we’ve been looking at every State and local effort to regulate preda- 
tory lending, and we have coded all of those laws and looked to see 
what impact the laws have had on loan applications, loan rejections 
and loan originations. And interestingly in the States with the 
strongest laws, the loan applications and originations have gone 
up. 

And there are many different conclusions you could draw from 
this, but one possible explanation is that the really good subprime 
borrowers were afraid of taking out loans because they heard about 
all the abuses in the market. And when the State stepped in and 
said we’re going to regulate the worst abuses, they said, I feel safe 
and I feel protected by the State. 

It’s hard — ^you know. I’m not going to say I know that’s the cau- 
sality, but what I do know is that in the States with the strongest 
regulations, we’re seeing stable or increased subprime lending. 

And the other point, I think, that’s very important, is this whole 
issue of assigning liability. And any regulation or laws that we 
have in this country have to be very careful in terms of assigning 
liability. We can’t have open-ended assigning liability for punitive 
damages. 

But if it’s predictable in assigning liability in a liquidated 
amount, which many of these State laws have, then we can hold 
people to lead to the fire in terms of having a secondary market, 
police, as it were, the lenders without drawing on credit. 

Mr. IsSA. Mr. Chairman, one thing you have to know in this 
business is when to quit on a high note. Thank you. Great answer. 

Mr. Kucinich. I want to say, Mr. Issa, the question that Profes- 
sor Engel acknowledged in terms of what about home ownership, 
how do people who don’t have the best of credit get home owner- 
ship? What happens? That’s a key question here. And I think that 
one of the areas that this committee may, in our continuing work 
may inevitably look at, you know, are their questions relating to 
home ownership availability, availability to credit and also the un- 
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derlying monetary process. There’s a real serious question here 
about monitoring policy that seldom gets looked at, and bringing 
the Fed into this discussion for the first time enables us to move 
into that question. 

I want to, again, tell Judge Pianka that I looked at your whole 
statement, and it’s quite significant, and I want to ask you, without 
significant new regulatory enforcement from the Fed and other 
agencies, what do you predict for cities like Cleveland and neigh- 
borhoods with significant foreclosure problems? 

Judge Pianka. The prediction by Treasurer Rokakis, that it’s 
only going to get worse, I think, is absolutely true. 

And, unfortunately, the collateral damage that affects the streets 
and the neighborhoods just compounds. 

In addition, no more — there has never been greater time in our 
history of the city of Cleveland when there have been more prop- 
erties owned by banks and mortgage companies. 

Mr. Kucinich. You know, Mr. Pollock said something, and, Mr. 
Issa, this is something that in your testimony you pointed out that 
this phenomenon that has hit low-income areas now, the subprime 
mortgage is shifting away from lower-income areas and going into 
middle and higher income areas; is that right. 

Mr. Pollock. I pointed out this interesting study by COHHIO 
is the fact that subprime lending is principally a middle and high- 
er-income activity. 

Mr. Kucinich. That jumped out at me because what it says is 
that the — it may be that the subprime business has more or less 
maxed out in some of these communities, and now we’re seeing all 
the boarded up homes. 

But then, if you have that core, as we have in Cleveland, which 
is already beginning to be hollowed out, and now there’s a shift to 
the middle-income and even upper-income areas. It’s possible we 
may, absent any kind of new regulatory or legislative authority, we 
may see this spread like a cancer. How do you respond to that? 

Judge Pianka. Mr. Chairman, it’s spreading out to inner ring 
suburbs and to the outer ring suburbs as well. 

Mr. Kucinich. We have the map here. Did we put the map 
away? We saw them. We saw the kind of spread starting to occur. 

Judge Pianka. Unfortunately, what we’ve seen in the urban 
areas in Cleveland, many times the financial institution will aban- 
don the property but keep a lien on the property and it becomes 
a toxic lien. And that property cannot be transferred, and then the 
cities and the neighbors are held hostage to those properties. Every 
boarded up property in the city of Cleveland sends a signal that 
mortgage amount is greater than what the value of that property 
is, and there are thousands of properties. 

Mr. Kucinich. So, judge, you know, can the city make a come- 
back if you, as a housing court judge, cannot properly transfer title 
to the foreclosed houses. 

Judge Pianka. Well, there can’t be progress because they sit 
there, and then it has a domino effect on people’s decision whether 
they stay in a neighborhood or invest in a neighborhood. 

Mr. Kucinich. Thank you, your Honor. 

To Ms. Engel, what specifically should the Fed do to put a stop 
to the coincidence of banks receiving credit for their CRA exams for 
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predatory loans made by their affiliates who are invested in them 
for their portfolios, and how should the Federal bank regulators as- 
sess a value on the quality of loans? 

Ms. Engel. I think that the first thing is that the regulators 
need to start taking into account the activities of the affiliates and 
the subsidiaries, because by limiting the exams to just the banks, 
it is really giving the subsidiaries and the affiliates cart blanche to 
engage in wrongdoing without it coming to the attention of the reg- 
ulators. 

The banks can voluntarily have a more expansive CRA exam, but 
I don’t think I know of any situations where a bank has said, oh, 
yes, please come and look at our subsidiaries and our affiliates. It’s, 
you know, not likely that they’re going to do that. So, I think that’s 
a key thing. 

I think that CRA also could take a stronger position in terms of 
what’s getting disclosed in the HMDA data. We need to have credit 
score information in the HMDA data. We need information about 
fees. It’s just insufficient. Even when the Federal Reserve Bank is 
doing its own HMDA analysis, it’s finding itself with its hands tied 
in terms of the ability of the data to really generate a meaningful 
analysis. 

Mr. Kucinich. Thank you. And I just have one more question for 
Ms. McCarty-Collins. For borrowers who contact groups like 
NeighborWorks America or other consumer credit counseling 
groups, does this effect their credit scores just by making a contact. 

Ms. McCarty-Collins. No. Not by making a contact. And those 
agencies work with the lenders to try and work out modifications 
and repayment schedules for them. At this point, I would say that 
their credit is probably already harmed by the time they call. 

The biggest problem that we find is that people that become de- 
linquent on their mortgage are afraid to call their lender, and then 
it really becomes too late, and so we’re trying to get some early 
intervention for them. 

Mr. Kucinich. I want to thank the members of the panel. This 
has been a very good panel and just the testimony that we’ve read 
would be the basis for a lengthy hearing in and of itself, but your 
testimony will be included in the record and will be available for 
review as we continue to move forward with this topic. It’s very 
helpful. 

I want to thank Chief Judge Carr for making this facility avail- 
able and all Federal judges for their indulgence for having this 
meeting in this building. I want to thank the staff, both of our ma- 
jority and minority staff, because you made it possible for us to 
come together to have this hearing, as well as the court stenog- 
rapher. 

I want to thank all of the public officials who have attended and 
whose cooperation we will need as we move forward on the commu- 
nity groups represented here. 
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This has been a hearing of the Domestic Policy Subcommittee of 
the Government Oversight and Reform Committee. The topic of the 
hearing has been Foreclosure and the Federal Reserve Bank of 
Cleveland. I want to thank all of you for attending. This committee 
is in adjournment. 

[Whereupon, the subcommittee was adjourned.] 

[Additional information submitted for the hearing record follows:] 
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Comptroller of the Currency 
Administrator of National Banks 


Interpretive Letter #1048 
January 2006 
12 use 29 


Washington, DC 20219 
December 21, 2005 


Brian W. Smith, Esq. 

Latham & Watkins LLP 
555 Eleventh Street, N.W. 

Suite 1000 

Washington, D.C. 20004-1304 

Re: Request for Legal Opinion from Union Bank of California, N.A., San Francisco, 

California, on Funding Proposal 

Dear Mr. Smith: 

This letter responds to your request on behalf of Union Bank of California, N.A., San 
Francisco, California (“Bank”), concerning the Bank's proposal to provide funding to a limited 
liability company ("Company”) that would operate a wind energy project^ (“Project”). The 
Project uses wind turbines to generate electricity and sells the electricity through long-term 
contracts. The sale of the electricity generates renewable electricity production tax credits under 
section 45 of the Internal Revenue Code, 26 U.S.C. § 45 (“Section 45 Tax Credits”). In order to 
reduce the cost of financing to the Company while ensuring a proper return on the financing, the 
Bank proposes a structure that will allow it to take advantage of the Section 45 Tax Credits. For 
the reasons discussed below, we conclude that the Bank may provide financing to the Company 
in the manner described, provided the Bank’s examiner-in-charge (“EIC”) is satisfied that ie 
Bank has adequate risk management and measurement systems and controls to conduct the 
financing activity in a safe and sound manner. 

1. Proposal 

The Bank desires to provide financing to the Company. At the request of its customer 
and in order to provide the financing in a manner that maximizes the use of the available tax 
credits, the Bank would acquire approximately 70% of the equity interest in the Company. The 
remaining interest would be acquired by the Project’s sponsors and managing members of the 
Company, i.e., the Bank’s customer.^ 


* A “wind energy project” consists of an expanse of land covered with wind turbines that harness 
wind energy. 

“ The Project’s sponsors typically are entities experienced in the energy industry with a history of 
such sponsorship. 
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The Company would acquire the necessary manufactured wind turbines and all ancillary 
equipment for the Project and would acquire an interest (either a leasehold interest or an 
easement) in the underlying real estate. Management and operation of the Company would be 
the responsibility of the Project’s sponsors and managing members, with day-to-day operations 
handled through an operations and maintenance contract with an experienced third-party. 

Energy output would be contractually sold on a long-term basis to creditworthy parties. 

You represent that the Bank’s decision to extend financing to the Company would be 
based upon a full credit review of the transaction. This review and creditworthiness 
determination would be made pursuant to the Bank’s standard loan underwriting criteria, 
including the assessment of a variety of project sensitivities based on various risk scenarios to 
ensure a predictable rate of return. If the financing for the Company is approved, the Bank 
would provide financing in the form of an investment in the Company. The Bank would be 
repaid in regular installments consisting of income provided by the revenues produced by the 
Project and the Section 45 Tax Credits. 

In order to avoid recapture of the Section 45 Tax Credits, the Bank must hold its interest 
in the Company for at least ten years. Promptly after the expiration of the statutory holding 
period, the Bank would sell its interest in the Company to the Project’s sponsors and managing 
members. 

Finally, you represent that the Bank would have a variety of remedies available if a 
Project proved to be performing poorly. The Bank would have available to it covenants similar 
to those found in a secured financing transaction, including the ability to force a vote for 
dissolution of the LLC. If the Bank wished to extricate itself from a distressed Project, it could 
do so by selling its interest in a manner similar to that employed in selling distressed loans. With 
respect to a distressed Project, if caused by the Project manager, in addition to removing the 
manager the Bank would have a variety of claims available against the manager, its assets, and 
its cash flows. Where the distress is beyond the manager’s control, the bank believes the 
distressed Project would be comparable to a project finance transaction in which the lenders 
collectively decide to liquidate the asset or individually to sell their loans in the marketplace. In 
either instance, a key component of the realized value would be based on the circumstances of 
the underlying assets. 

II. Legal Analysis 

A. Funding the Company is a permissible exercise of lending authority. 

A national bank may engage in activities that are part of, or incidental to, the business of 
banking. Twelve U.S.C. § 24(Seventh) provides national banks with broad authority to make 
loans or other extensions credit. 

The transaction proposed by the Bank is a form of structured financing patterned after a 
typical debt transaction - the extension of credit to the Company with payment to originate from 
proceeds received from the sale of power generated by the project. The Bank represents that the 
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decision whether to provide financing to the Company would be based upon a full credit review 
of the transaction made pursuant to the Bank’s standard loan underwriting criteria. The Bank 
further represents that the Company’s LLC agreement would contain many of the same terms, 
conditions, and covenants typically found in lending and lease financing transactions, including 
representation and warranties, conditions precedent to funding pertaining to the mitigation of 
risks, covenants requiring the Company and the other investors to provide the Bank with 
customary financial information, and covenants restricting the Company from taking certain 
actions. 


In Corporate Decision 99-07 (May 26, 1999), we approved a national bank’s provision 
of financing to an entity that owned and wished to rehabilitate several historic properties. The 
bank provided the financing in the form of an investment in the entity, which permitted the bank 
to receive the federal rehabilitation tax credits. We concluded that, in substance, the transaction 
was the provision of construction financing which would be repaid both from the rehabilitated 
properties’ operating income and through the tax credits. By taking advantage of the tax credits, 
the bank was able to facilitate the financing by reducing the cost of borrowing while receiving an 
appropriate yield. For these reasons, it was proper to treat the transaction as an extension of 
credit that is permissible for national banks. 

Similarly, in an Interpretive Letter, dated November 4, 1994 (available in Lexis-Nexis), 
we approved a national bank’s provision of financing to owners of natural gas leases by 
acquiring an interest in a business trust that owned the working interests in the leases. By 
structuring the financing as an investment in the trust, the bank qualified to receive the federal 
tax credits, thereby permitting the bank to reduce the cost of the financing while assuring an 
appropriate return. The letter concluded that the transaction was the equivalent of an extension 
of credit and that the substance of the transaction should prevail over the form in which it had 
been cast.^ 

Based upon the information provided and the Bank’s representations, the proposed 
financing transaction fits the definition of loan or other extension of credit in section 
24(Seventh). 


B. Transaction is not prohibited by 12 U.S.C. § 29 

The structure of the proposed financing transaction - as an acquisition by the Bank of an 
interest in the Company - is customer-driven, requested by the Project’s sponsors and managing 
members as an efficient and cost-effective means to provide financing for the Project. 
Notwithstanding this structure, the substance of the proposed transaction remains, as described 
above, tbe provision of financing for the Project. 


^ See also Corporate Decision 98-17 (March 23, 1998) (approving as an extension of credit 
transaction that included bank’s acquisition of working interests in natural gas leases operated by 
borrower). 
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The economic substance of a transaction, rather than its form, guides our analysis of 
whether a national bank is prohibited from engaging in a certain activity Here, the investment 
in the Company is a means to provide financing to the Project. As part of the proposed financing 
arrangement the Bank, through its acquisition of an interest in the Company, will acquire 
interests in the land and the wind mrbines. Because the substance of the transaction guides our 
analysis, we look through the form of the proposed transaction and assess whether the indirect 
interests in the land and the wind turbines acquired by the Bank (through its investment in the 
Company) are interests in real estate subject to 12 U.S.C. § 29 (“section 29”) and, if so, whether 
the Bank permissibly may acquire such interests as an integral part of the proposed transaction. 

A national bank’s authority to own real estate is governed by section 29, which provides 
that “[a] national banking association may purchase, hold, and convey real estate for the 
following purposes, and for no others: 

First. Such as shall be necessary for its accommodation in the transaction of its business. 

Second. Such as shall be mortgaged to it in good faith by way of security for debts 
previously contracted. 

Third. Such as shall be conveyed to it in satisfaction of debts previously contracted in the 
course of its dealings. 

Fourth. Such as it shall purchase at sales under judgments, decrees, or mortgages held by 
the association, or shall purchase to secure debts due to it.” 

Thus, section 29 grants national banks the authority to purchase, hold, and convey real estate 
only for certain specified purposes. Unless authorized by another statute, national banks may not 
acquire, own, or convey an interest in real estate for any purpose other than those specified in 
section 29.^ 

The critical determination is whether a eertain property interest constitutes a section 29 
interest in “real estate.” Section 29 itself does not eontain a definition of “real estate” and does 
not direct the OCC to consider state law definitions in applying the statute. Nonetheless, as a 
general matter, the OCC has in the past been guided by state law in determining whether 


'* E.g., Corporate Decision 99-07, supra; Corporate Decision 98-17, supra; Interpretive Letter, 
dated November 4, 1994, supra. See also Interpretive Letter No. 867, reprinted in [1999-2000 Transfer 
Binder] Fed. Banking L. Rep. (CCH) 1j 81-361 (June 1, 1999) (noting that OCC looks to substance of 
non-traditional financing arrangement to determine whether it is permissible part of business of banking). 

^ National banks may acquire a section 29 interest in real estate when doing so is an integral part 
of or incidental to an authorized banking activity, provided that doing so is not inconsistent with any of 
the purposes underlying the limitations of section 29. See, e.g.. Corporate Decision No. 99-07, supra 
(acquisition of interest in historic property permissible as integral to provision of construction financing); 
Interpretive Letter No. 966 (May 12, 2003) (acquisition of legal title to residential real estate fora period 
not to exceed ninety days, where bank divests itself of beneficial interests in real estate, permissible as 
incidental to package of finder and other bank permissible activities). 
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particular interests are subject to section 29.* More specifically, the OCC previously has looked 
to state law definitions of “real property,” a term with a broader meaning than the language - 
“real estate” - used in section 29.’ 

In recent years, however, it has become increasingly apparent that market developments 
have created, and national banks’ financial intermediation activities may involve, types of assets 
clearly distinguishable from the type of asset typically associated with the term “real estate,” yet 
which come within state law definitions of “real property.” Moreover state law definitions are 
not consistent and an asset may be within the definition of “real property” in one state, but not 
another. Using a different definition of “real estate” for purposes of section 29 in different states 
thus could result in national banks’ permissibly acquiring certain interests in one state but being 
prohibited by section 29 from acquiring the same interest in another state. Such a result is 
illogical, inefficient, and is inconsistent with the authority of national banks to operate under 
uniform federal standards. 

Accordingly, we have determined that in the future we will apply a federal definition of 
“real estate” to determine what constitutes real estate subject to the limitations of section 29,® In 
determining whether a property interest is subject to section 29, this federal definition will be 
guided by the purposes and principles underlying section 29. For example, soon after enactment 
of the Act, the Supreme Court in Union National Bank v. Matthews^ stated that the three 
purposes underlying section 29 were to keep the capital of the banks flowing in the daily 
channels of commerce; to deter national banks from embarking in hazardous real estate 
speculations; and to prevent the accumulation of large masses of such property in the banks’ 
hands, to be held, as it were, in mortmain.'® We also will consider the treatment accorded such 
interest under the laws of the various states, but the state law characterization of the interest will 
not, alone, be dispositive. 

In this proposal the Bank would acquire, through its investment in the Company, an 
indirect interest in the land upon which the wind turbines would be affixed. This interest, 
whether a leasehold interest or an easement, clearly is an interest in real estate subject to section 


* As far back as 1982, the OCC acknowledged that reference to state law to determine the 
definition of “real estate” was not required by section 29. See Interpretive Letter (March 18, 1982) 
(published in Lexis-Nexis). 

’ Cunningham et ah. The Law of Property § 14 (1984 ed.); Tiffany, The Law of Real Property § 1 
(1970 ed.). 

* This approach is consistent with the approach that the OCC has taken in defining other terms 
that appear in the National Bank Act (“Act”). The Act is a vehicle for the implementation of federal 
policy with regard to banking. Accordingly, the OCC generally has developed federal definitions for the 
crucial terms that appear in the Act. For example, the OCC has developed and continues to apply federal 
definitions of “interest” for purposes of 12 U.S.C. § 85 and “branch" for purposes of 12 U.S.C. § 36. 
There is nothing in the plain language or legislative history of section 29 that demands a different 
approach. 

‘*98 U.S. 621 (1878). 

'® Mat 626. 
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29.*' We further conclude that the Bank’s acquisition of this interest is not prohibited by 
section 29. 

Notwithstanding section 29, national banks may acquire an interest in real estate when 
doing so is an integral part of an authorized banking activity, provided that doing so is not 
inconsistent with any of the purposes underlying the limitations of section 29. This principle is 
well supported by OCC precedent. In Corporate Decision No. 98- 1 7, supra, the OCC permitted 
a national bank to acquire working interests in natural gas leases in order to provide financing to 
the producer. In order to allow the bank to take advantage of available tax credits to reduce the 
cost of borrowing to the producer while ensuring the bank’s return on its extension of credit, the 
bank acquired the working interests in the gas leases. The letter opined that because acquiring 
legal title was an integral step - undertaken to further the permissible financing transaction - 
acquisition of the working interests was not prohibited by section 29.'^ 

Similarly, in Corporate Decision No. 99-07, supra, we approved the provision of 
financing to an entity that owned and wished to rehabilitate several historic properties. The bank 
provided the financing by acquiring an interest in the entity, thereby giving the bank an interest 
in the historic properties. Such an interest permitted the bank to receive the federal tax credits. 
The decision concluded the bank’s acquisition of an interest in real estate was not prohibited by 
section 29 because such acquisition was an integral part of authorized financing activity. 

A key element to each of these letters is that the interest in real estate must be acquired as 
an integral part of an authorized banking activity. In the case of the proposal here, the Bank 
would acquire its indirect interest in real estate as part of and in furtherance of its provision of 
financing for the project. By taking advantage of the tax credits, the Bank would be able to 
facilitate this financing by reducing the cost of borrowing while receiving an appropriate yield. 


' ' Through its investment in the Company, the Bank also would acquire an interest in the wind 
turbines. The states that have considered the character of wind turbines are split as to whether they are 
real property or personal property. For example. New York has characterized wind turbines as taxable 
real property, see 9 Op. Counsel S.B.R.P.S. No. 1 14 (Jan 27, 1993), while the Colorado, South Dakota, 
West Virginia, and Wyoming legislatures have characterized wind turbines as personal property, see 
Colo. Rev. Stat, § 25-6.5-201; S.D. Codified Laws Ann. § 10-4-36; W.Va. Code Ann. § 1 l-6A-5a; Wyo. 
Stat. Ann. §§ 39-15-105 and 39-16-105. In California, the courts have determined that wind turbines are 
personal property. See In re Oak Creek Energy Farms, LTD, 107 B.R. 266 (Bankr, E.D.Cal. \9%9),aff’d 
1 19 B.R. 739 (E.D.Cal. 1990), aff'd956 F.2d 1167 (9"' Cir.1992). However, because we conclude for the 
reasons below that section 29 does not preclude the Bank from holding interests in real estate as an 
integral part of this transaction, we need not decide the issue of whether the interests in the turbines are 
“real estate” under our federal definition of the term. 

See also Interpretive Letter, dated November 4, 1994, supra (acquisition of working interests in 
natural gas leases operated by borrower an integral part of provision of financing). We express no 
opinion whether working interests in natural gas leases are interests in “real estate” under the federal 
definition adopted in this letter. 
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Further, the acquisition of these indirect interests in real estate is not inconsistent with 
any of the purposes underlying the limitations in section 29. The Bank’s capital, far from being 
removed from the daily channels of commerce, would be put to productive use by the Company 
to finance the Project and would be repaid to the Bank in regular intervals. The Bank would not 
acquire large amounts of real estate to be held indefinitely; rather, the Bank’s interests would be 
restricted both in scope and time. Under the LLC agreement, the Bank would have no 
responsibility or obligation to manage or operate the Project. Such responsibilities would be the 
obligation of the other members of the Company. And the Bank’s interests would be held only 
for the statutory holding period required by the Internal Revenue Code. Promptly upon the 
expiration of this holding period, the Bank would sell its interest in the Company to the other 
members. 

Finally, the acquisition of the interests in real estate is not speculative. Structuring the 
financing in the manner proposed is necessary for the Bank to remain competitive in the 
marketplace for financing renewable energy producing projects. The stmcture of the proposed 
financing is driven by the Project’s sponsors, and if the Bank cannot provide the financing in the 
manner proposed, the borrower would look elsewhere. Moreover, the Bank would not share in 
the appreciation or depreciation in value of the land or turbines. When the Bank divests its 
interest in the Company at the end of the stamtory holding period, it would sell its interest to the 
Company’s other members. These members would continue to own and operate the project and, 
upon termination of the project, would recognize any change in value of the land and turbines. 

III. Conclusion 

For the reasons provided above, and provided the Bank’s EIC is satisfied that the Bank 
has adequate risk management and measurement systems and controls to conduct the financing 
activity in a safe and sound manner, we conclude that the Bank may provide financing to the 
Company in the manner stated. Our conclusion is based upon the information and representations 
you have provided. A material change in the facts may result in a different conclusion. If you 
have any questions, please contact Steven Key, Senior Attorney, Bank Activities & Structure 
Division, at (202) 874-5300. 

Sincerely, 

/s/ Julie L. ’Williams 

Julie L. Williams 
First Senior Deputy Comptroller 
and Chief Counsel 


See footnotes 9 and 10, supra. 
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Members of a House Government Reform subcommittee grilled Julie Williams 
Wednesday over the Office of the Comptroller of the Currency’s 2005 decisions 
to let three banks develop real estate. 

The agency's first senior deputy comptroller staunchly defended letting 
Bank of America develop a luxury hotel, PNC Bank develop a mixed-use 
condominium project, and Union Bank of California invest in a wind-energy 
farm. 

"Let me be very clear that" the rulings "do not breach the boundaries 
between banking and commerce, do not authorize national banks to engage in 
the business of real estate investment," and "have nothing to do with 
merchant banking," Ms. Williams told the House Government Reform government 
management, finance, and accountability subcommittee. 

But Rep. Paul Kanjorski was not convinced. 

"Anybody who owns a hotel can hire an operator" to run it. "But you're 
still in the hotel business," the Pennsylvania Democrat said. "What if they 
wanted to put a Hard Rock Cafe in the hotel? Would that be a bank? 

"I interpreted this and the windmill project as going way over the line," 
he said. 

Rep. Edolphus Towns of New York, the subcommittee’s ranking Democrat, 
said the OCC’s rulings "created potential loopholes" for banks to enter the 
real estate business. "Isn’t it true that none of the condos" in the PNC 
project "will be for the bank's own use?" he asked Ms. Williams. 

She conceded the answer was "yes," but she said the condos were a 
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"critical piece" of making the project economically feasible. 

Ms. Williams argued that the approvals are not dramatic changes in 
policy, pointing out that B of A and PNC own the land where the projects are 
being developed. Union Bank, which is mostly owned by Mitsubishi UFJ 
Financial Group Inc., is involved in the wind farm strictly for project 
financing, she said. 

http;//www.americanbanker.com http://www.sourcemedia.com 
LOAD-DATE: September 27, 2006 
LANGUAGE: ENGLISH 
PUBLICATION-TYPE: Newspaper 
JOURNAL-CODE: a 
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Affiliates in Banking, Finance, and 
Commerce: Development and 
Regulatory Background 

William D. Jackson 
Specialist in Financial institutions 
Government and Finance Division 


Summary 


The proliferation of corporate affiliates in banking, finance^ and commerce has 
figured in discussion of several policy issues, including how to protect against (1) losses 
incurred by affiliated companies; (2) anticompetitive “tying” of bank and nonbank 
financial services; and (3) misuse of financial data of consumers. The Gramm-Leach- 
Bliley Act in 1999 greatly increased affiliations. Sharing of consumer financial 
information among affiliates, one issue in reauthorization of the Fair Credit Reporting 
Act, requires considerable attention to affiliations. Proposed Community Reinvestment 
Act regulations involve affiliates of banks. Comptroller of the Currency efforts to bring 
subsidiaries of national banks under federal banking law, preempting than state laws, 
also involve affiliations. This report outlines the nature and evolution of affiliates, 
primarily from a regulatory perspective. It provictes background for discussing financial 
issues involving corporate affiliates and will be updated as events warrant. 


Background and Analysis 

Conducting “nonbanking” activities directly within a bank has generally been viewed 
as a threat to the integrity of the bank. Periodically in American financial history, and in 
other nations today, bank diversification into nonbanking financial and commercial 
business has emerged,' Safety problems often followed because of a tendency for 
entrepreneurs to combine captive sources of (bank) funds with their own (commercial) 
uses of funds, without regard for normal due diligence. By forcing nonbanking activities 
into a separately capitalized, separately run company associated with a bank, 
policymakers sought to lessen the risks that self-funding may pose to banks, to deposit 


‘ Joseph G. Haubrich and Joao A. C. Santos. “Alternative Forms of Mixing Banking with 
Commerce: Evidence from American History,” Financutl Markets, Iristitutions & Instruments, 
vol. 12, no. 2, pp. 121-164. 


Congressional Research Service ♦ The Library of Congress 
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insurance funds, and to other governmental policies. Overall, financial policy has 
periodically limited commercial/banking affiliations since the 1830s. 

The term “affiliate” refers to “any company that controls, is controlled by, or is 
under common control with another company.”^ Companies with ownership interests of 
25% or more in common are usually always affdiates. Sometimes, a common ownership 
interest as low as 5% is sufficient if it involves director selection, policy direction, and 
similar control matters. Affiliations ate often valued for their potential of cross- 
marketing, involving sharing of consumer financial information; thus becoming one focus 
of the Fair Credit Reporting Act debate in Congress,^ which resulted in the Fair and 
Accurate Credit Transactions Act of 2003, P.L. 108-159. Application of it must address 
cross-marketing/information-sharing involving affiliates.'* 

The simplest affiliation is that of a subsidiary, where a bank owns another financial 
business 100%. Examples are a bank owning an insurance agency, small business 
investment company, or securities broker. Subsidiaries are regulated by the primary 
regulator(s) of the owning banks. A more complicated structure involves a company 
controlling btuiks. This state-chartered business is known as a “bank holding company.” 
It “holds” the stock of one or more banks and, often, of other financial businesses. A 
bank holding company typically holds all the stock of at least one bank, and a mortgage 
company, a securities firm, or a commercial finance business. It may also hold all or part 
of joint ventures, foreign alliances, investment companies, and other businesses within 
its structure.^ The Federal Reserve (Fed) regulates bank holding companies. 

A more complex form of bank holding company is the financial holding company, 
authorized by the Gramm-Leach-Bliley Act (GLB A, P.L. 106-102) in 1999. As specially 
empowered bank holding companies, these entities may additionally hold full-service 
securities and insurance operations, including those making nonfinancial equity 
“merchant banking” investments. Similar diversification arrangements allow securities- 
based entities to form investment bank holding companies, and savings associations to 
come under “thrift” holding companies. GLBA listed activities for such affiliations: 
underwriting and dealing in securities, spoasoring and distributing mutual funds, selling 
and underwriting insurance, and making insurance company and merchant banking 
portfolio investments. Regulators may allow other business affiliations. 

The Fed, as the regulator of financial holding companies, oversees them to prevent 
affiliations from lowering the soundness of deposit-insured banks. Sections 23 A and 23B 
of the Federal Reserve Act built financial “firewalls,” which prevent banks from 
supporting failing nonfinancial affiliates, or engaging in anticompetitive tying in financial 


" 12U.S.C. 1841. 

^ CRS Report RS21576, Fair Credit Reporting Act: Frequently Asked Questions, by Angie 
Welbom and Loretta Nott, and CRS Report RS2 1427, Financial Privacy Laws Ajfecting Sharing 
of Customer Information Among Affiliated Institutions, by Maureen Murphy. 

'* Richard Cowden, “FACT Act Affiliate-Sharing Regulations Likely to Be Separate From FCRA 
Rules,” Daily Report for Executives, Feb. 1 1, 2004, p. A-32. 

The Fed restricts lines of business that may be affiliated through bank holding companies, 
including their financial holding company form, in 12 C.F.R. Part 225, “Regulation Y.” 
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services. Risk of collapse of securities, insurance, and other affiliated businesses evoking 
deposit insurance, lender-of-last resort, or outright appropriation to cover bank losses 
becomes less likely. Flows of information between banking and nonbanking affiliates, 
or as in the Fair Credit Reporting Act, affiliated entities even if no bank is involved, are 
limited to preserve competition and privacy concerns. A bank or securities affiliate may 
also provide advice to an investment company, even without ownership. Regulators have 
warned bank-based organizations against contributing banking resources to advised funds. 


Legislative and Regulatory Actions 

Beginning in the 1970s, a scramble for funds encouraged businesses ranging from 
banks to real estate to manufacturing to affiliate with nontraditional financial firms, taking 
market shares from regulated U.S. banks. Regulatory and statutory reactions may have 
peaked in 1982.* Table 1 summarizes the basic developments by which Congress, states, 
and regulatory bodies have changed relevant affiliation relationships, increasing or 
limiting their extent. Continuing congressional debate involves whether GLBA allows 
affiliation of banking with real estate activities.^ Current congressional activity questions 
the extent to which affiliates of national banks, such as mortgage company subsidiaries, 
are subject to the Comptroller of the Currency’s preemption of state laws.® 

Table 1. 100-Year Time Line of Affiliation Environment of Banking 


Years 

Action 

Affiliation Change 

1906- 

1907 

Many state laws 

Separated life insurance from commercial and 
investment banking. 

1910- 

1929 

State banking practice, 

1927 McFadden Act 

Securities affiliates of state and national banks 
became prominent. 

1933 

Banking Act of 1933: four 
sections are known 
collectively as the Glass- 
Steagall Act (GSA) 

Defined affiliate and holding company 
arrangements for Federal Reserve member banks. 
Added Section 23A to Federal Reserve Act, limiting 
member bank transactions with affiliates. Outlawed 
ties between commercial and investment banking. 
Section 20 prevented Federal Reserve member 
banks from affiliating with companies “engaged 
principally” in underwriting or dealing in securities. 
Section 32 prevented their affiliations with 
securities firms via interlocking directorates. 


* CRS Report KLi\9i\, Industrial Loan Companies/Banks and the Separation of Banking and 
Commerce: Legislative and Regulatory Perspectives, by William D. Jackson, and CRS Report 
RS2 1188, Enron ’s Banking Relationships and Congressional Repeal of the Glass-Steagall Act 
Separating Bank Lending from Investment Banking, by William D. Jackson. 

’ CRS Report RS21 104, Should Banking Powers Expand Into Real Estate Brokerage and 
Management?, by William D. Jackson. 

* CRS Report RL32197, Preemption of State Law for National Banks and Their Subsidiaries by 
the Office of the Comptroller of the Currency, by M. Maureen Murphy. 
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Years 

Action 

Afliliation Change 

1956 

Bank Holding Company 

Act of 1956 (BHCA) 

Prohibited affiliations of nonbanking entities with 
companies controlling two or more banks. Federal 
Reserve could allow affiliations “...closely related 
to the business of banking....” Douglas Amendment 
prevented multi-bank affiliations; containing 
holding company banks inside state lines. 

1968 

Savings and Loan Holding 
Company Act of 1968 

Restricted affiliations for holding companies 
owning two savings and loan associations. 

Exempted control over one (“unitary”) association. 

1969 

National Association of 
Insurance Commissioners 

Model Insurance Holding Company Act for states, 
like BHCA but allowing nonfinancial affiliations. 

1970 

Bank Holding Company 

Act Amendments of 1970 

Prohibited nonbanking affiliations for a holding 
company owning one bank. Prohibited banks from 
tying services, reciprocity, and exclusive dealing 
arrangements with customers generally. 

1970 

New York Stock 

Exchange Rule Change 

Member broker/dealer firms could sell their own 
stock to the public, allowing affiliates directly or via 
holding companies in many business lines. 

1974- 

1975 

Losses in Bank Affiliates 

Real estate investment trusts associated with banks 
weakened by economic conditions. Banks and their 
holding companies took large losses. 

1978 

International Banking Act 
of 1978 

Subjected foreign bankers in U.S. to BHCA 
affiliation restrictions. 

1980s 

Comptroller of the 

Currency and Federal 
Reserve Rulings 

Permitted affiliations of limited-service “discount 
broker” securities firms with banks. 

1982 

Gam-St Germain 

Depository Institutions 

Act of 1982 

Allowed affiliation involving savings and loan 
associations, not only real estate but also industry 
ownership. Prevented most insurance affiliations 
for banks; contained Banking Affiliates Act of 

1982 restricting transactions. 

1982 

Comptroller of the 

Currency Chartering 

Allowed nationally-chartered “nonbank banks” to 
offer credit cards and other services, in affiliation 
with financial and industrial firms. 

1982 

Bank Export Services Act 

Allowed bank holding companies to invest in export 
trading company affiliates. 

1982 

Federal Deposit Insurance 
Corporation Policy 
Statement 

State-chartered banks not members of Federal 

Reserve could affiliate with full-service securities 
companies, declared as not covered by GSA. 

1986- 

1988 

Federal Reserve Rulings 

Authorized bank holding company affiliates to 
provide joint investment advice and brokerage. 

1987 

Federal Reserve “Section 

20 Subsidiaries” Ruling 

Allowed bank holding company subsidiaries to 
underwrite municipal revenue bonds, commercial 
paper, and asset-backed securities. 
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Years 

Action 

Affiliation Change 

1987 

Competitive Equality 
Banking Act of 1987 

Forestalled affiliations of nonbank banks with 
nonfmancial firms. Put moratorium against new 
banking affiliations in securities, insurance, and real 
estate. Added Section 23B to Federal Reserve Act, 
restraining nature of transactions with affiliates. 
Exempted industrial banks from BHCA, allowing 
commercial affiliations. 

1989 

Federal Reserve “Section 

20 Subsidiaries” Ruling 

Extended 1987 authority to corporate bonds in 
affiliates within bank holding companies. 

1989 

Financial Institutions 
Reform, Recovery, and 
Enforcement Act of 1 989 

Tightened affiliation/investment qualifications 
affecting savings and loan associations. 

1990 

Federal Reserve “Section 

20 Subsidiaries” Ruling 

Extended 1987 authority to equity dealings (for JP 
Morgan.) 

1991 

Federal Deposit Insurance 
Corporation Improvement 
Act of 1991 

Gave Federal Deposit Insurance Corporation veto 
over state-allowed subsidiaries of banks. Prohibited 
state bank affiliation with insurers. 

1994 

Riegle-Neal Interstate 
Banking and Branching 
Efficiency Act 

Repealed 1956 Douglas Amendment to BHCA, 
allowing holding companies’ bank affiliates across 
state line boundaries. 

1996 

Comptroller of the 

Currency Regulation 

Allowed subsidiaries of national banks to expand 
activities, including insurance and securities. 

1997 

Federal Reserve “Section 

20 Subsidiaries” Ruling 

Lessened restrictions on affiliation relationships and 
transactions involving member banks and securities 
operations. Exempted holding company affiliates 
from certain anti-tying rules. 

1998 

Federal Reserve Ruling 
on Citigroup Business 
Activities 

Allowed insurance firm Travelers to acquire 

Citicorp, to become bank holding company 

Citigroup. Conditioned on divestiture of then- 
impermissible affiliations. 

1999 

Gramm-Leach-Bliley Act, 
Title I 

Repealed Sections 20 and 32 of GSA; allowed 
affiliations of banks, insurance companies such as 
Travelers, securities businesses, etc. via financial 
holding companies or investment bank holding 
companies. Merchant banking inve.stments of 
financial holding companies allowed nonfmancial 
affiliations. Authorized bank subsidiaries in these 
businesses, except insurance underwriting, title 
insurance, merchant banking, and real estate. 

Future expansion of affiliations via rulemaking. 

1999 

Gramm-Leach-Bliley Act, 
Title IV 

Disallowed affiliations of savings and loan holding 
companies for a single institution (“unitary thrift 
holding companies”) with nonfmancial businesses. 

2002 

Comptroller of the 

Currency Ruling 

National banks could purchase bonds convertible 
into equity (stock). 
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Years 

Action 

Affiliation Change 

2002- 

2004 

Citigroup Business 
Activities 

Divested most insurance business lines of Travelers 
previously acquired. 

2003 

Federal Reserve 

Regulation 

Gave bank holding company affiliates much ability 
to process, store, and transmit nonfinancial data. 

2003- 

2004 

Federal Reserve Rulings 

Gave financial holding company affiliates authority 
to take and make delivery of physical commodities. 

2004 

Comptroller of the 

Currency Regulation 

Preempted many state laws governing national 
banks and their affiliates (subsidiaries). 

2005 

Comptroller of the 

Currency Ruling 

Allowed national banks to engage in electricity 
derivative activities, beyond oil and gas derivatives. 


Source: Congressional Research Service, The Library of Congress. 


Community Reinvestment Act Reguiation of Affiiiates? 

Regulators have shown concern over affiliates of banks that may be engaging in 
undesirable (“predatory”) lending practices, in proposed regulatory language. Through 
evaluations under the Community Reinvestment Act of 1977 (P.L. 95-128, Title VIII), 
they report bankers’ socially graded performance, largely in lending. They may penalize 
banks whose affiliates engage in “discriminatory, illegal, or abusive credit practices,” by 
reducing the bank’s Act ratings . They may require disclosure of bank loans purchased 
by affiliates.’ 


Tying? 

Banks and their affiliates cannot require customers to “tie” purchases of banking and 
nonbanking (securities, etc.) services together, nor give special treatment to some 
customers through affiliate arrangements. Customers may, however, voluntarily request 
such bundling of financial services. The Fed grants certain exemptions from its rules that 
otherwise limit cross-selling of banks with affiliates. It has sanctioned at least one 
holding company for direct tying. A trade group found that banks frequently condition 
corporate credit on purchase of other services.'” In the other direction, the Comptroller 
of the Currency found that the appearance of “tying” was a permissible, understandable 
phenomenon." The Government Accountability Office (GAO; formerly named General 
Accounting Office) examined whether banks tie credit to securities underwriting services, 
but could not prove occurrences. GAO suggested stronger enforcement of laws.'^ 


’ See CRS Report RS20197, Community Reinvestment Act, by William D. Jackson. 

Association for Financial Professionals, 2004 Credit Access Survey: Linking Corporate Credit 
to the Awarding of Other Financial Services, June 2004, 15 p. 

' ‘ Office of the Comptroller of the Currency, Today ’s Credit Markets, Relationship Banking, and 
Tying , Washington: Sept. 2003. 

U.S. General Accounting Office, Bank Tying: Additional Steps Needed to Ensure Effective 
Enforcement of Tying Prohibitions, GAO Report GAO-04-03, Oct. 20, 2003. 
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Summary 


A power Congress granted to banking (“financial holding”) companies in the 
Gramm-Leach-Bliley Act is merchant banking. It allows them to invest in nonfinancial 
businesses for a share of the profits. Other countries widely practice merchant banking. 
Its implementing agency, the Federal Reserve, has seen limited activity under its 
implementing regulation. Congress has paid attention to these investments because this 
application of the law, allowing merchant banking, has been controversial. The entire 
question of the separation of banking and commerce, of which merchant banking forms 
one part, has come under scrutiny in congressional hearings. This report will be updated 
as developments warrant. 


Authorization 

The Gramm-Leach-Bliley Act(GLBA)' eased affiliations among banks, securities firms, 
and insurance companies, under a holding company structure. GLB A repealed the Glass- 
Steagali Act,^ which, originating in the aftermath of securities market troubles associated 
with banking practices, had separated the securities/investing business from the banking 
business since 1933. GLBA created financial holding companies (FHCs) to own (“hold”) 
banks and other financial enterprises. The Federal Reserve (Fed) regulates FHCTs under 
the Act. GLBA allows FHCs to make equity investments in nonfinancial companies 
conditional upon their controlling either (1) a securities company, or (2) an investment 
advisor to an insurance company inside the FHC.^ 


'P.L. 106-102, inStat. 1338— 1481, Nov. 12, 1999. 

^ Sections 20, 21, 26, and 32 of The Banking Act of 1933, P.L. 73-66, June 16, 1933. 

■' 12U.S.C. 1843(k). 

Congressional Research Service ❖ The Library of Congress 
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What Is Merchant Banking? 

Merchant banking mixes banking with commerce. The term comes from European 
practices, in which bankers financed foreign trade and other high risk ventures undertaken 
by merchants such as ship owners and importers for a share of the profits, rather than 
receiving interest returns from lending. Taking a stake in a venture made it merchant 
banking. Potentials for losses and conflicts of interest made it become generally illegal 
for commercial banks in America, via the 1933 Glass-Steagall Act. Other investors 
remained free to finance businesses through any combination of debt and equity. 
Congress restated limits on banking investments in the Bank Holding Company Act of 
1956“', and its amendment in 1970.^ 

Whether to allow greater banker ties with operating nonfmancial firms, and if so, 
under what rules, were major issues in the congressional debate that produced GLBA in 
1999. Congress recognized that some forms of ownership of commercial firms by 
banking organizations are the equivalent of providing direct financing to small businesses. 
Before GLBA, banking companies could use equity-investing authority only through 
Small Business Investment Companies (SBICs) and other limited powers. Bank holding 
companies could own noncontrolling interests in nonfinancial companies: not more than 
5% to 10% of voting securities. GLBA allows FHCs into the high-risk, high-reward 
private equity market. Beyond our borders, 32 countries allow banks into that market, 
although five countries do not, and seven permit it only with restrictions.® 

What Is the Private Equity Market? 

The public equity (stock) market is generally the one in which anyone can buy or 
sell securities. Many requirements of “openness” in trading and reporting apply in the 
public market. By contrast, large-scale investors fund the restricted private equity market: 
pension funds, endowments, foundations, insurance companies, banks, and wealthy 
individuals. About a third of the private equity market is venture capital investment in 
startup and early-stage firms, with the rest leveraged buyouts (LBOs) and investments in 
existing mid-sized companies. LBOs are transactions in which private investors buy out 
a company using debt financing, which “leverages” capital they put into the deal. The 
organized private equity market is tiny compared with the public market. 

Equity investing is the highest-risk part of a firm’s financing, because it has the 
lowest priority of claim on the cash flow of the company whose equity financiers 
purchase. Significant risks exist that products or strategic plans of start-up companies 
will prove unworkable. For LBOs, risks also come from high levels of debt that magnify 
profits and losses for owners. Private equity investments are not registered for public 
sale. The investments are necessarily in small to medium-sized businesses, rather than 


“P.L. 84-5 11, May 9, 1956. 

’P.L. 91-607, Dec. 31, 1970. 

" Institute of International Bankers, Global Survey 2004, p. 14, [http://www.iib.org/gs2004.pdf]. 
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the larger blue chips of higher capitalization and greater predictability of earnings, 
consequently requiring greater anticipated returns to compensate for the risks. 

Investors generally hold private equity investments from three to seven years or 
longer. They may exit private equity by (1) selling a stake in a company, (2) arranging 
a merger or acquisition, or (3) arranging to take the company public. Returns on private 
equity are highly volatile and cyclical, reflecting changing conditions in the public equity 
and corporate mergers market. With the general economic and financial slowdown at the 
start of the century, activity in venture capital and similar investments softened. 

New Opportunities for Merchant Banking 

Many securities and insurance firms have long been involved in merchant banking. 
European financial firms have been making these deals for centuries In America and 
abroad, securities companies created private equity funds (often as limited partnerships.) 
This arrangement allows them to share the risks and rewards efficiently with other 
investors. GLBA granted American commercial bankers more opportunities for deal- 
making like those of their Wall Street and foreign counterparts. 

Under GLBA, FHCs — but not banks or bank subsidiaries — can engage in 
merchant banking activities until 2004. Thereafter, a regulatory change could allow banks 
to own merchant banking subsidiaries, if the Office of the Comptroller of the Currency 
(OCC), which regulates national banks, and the Fed concur. 

Many bankers have adopted the FHC structure, despite general expectation that only 
banking firms already active in the securities business would be interested. Even banking 
companies with no current merchant banking opportunities are converting to FHCs. 

Regulatory constraints on bankers in the field are two: (1) capital requirements, 
restricting investments based on capital or dollar amounts, and (2) operational 
requirements, restricting management and sale of the investments. Bankers have felt that 
they must compete with investors not facing these constraints, thus, GLBA may not have 
provided them enough freedom to compete in the new field. 

Capital Requirements 

Capital requirements, a principal form of financial regulation, remain contentious. 
“Core” capital is what shareholders in a banking company have at stake in the business, 
which they stand to lose in case of failure. Obtaining core capital is more expensive than 
other means of raising money, so bankers seek to hold as little of it as possible. 
Minimum capital requirements protect against losses that might otherwise fall back onto 
the banks, federal deposit insurance, or the economy. If rules force bankers to operate 
with greater capital than they would otherwise choo.se, the rules in effect “tax” affected 
financial activity. Essentially, uses of funds (loans and investments) come to have a 
higher cost, should the sources of the funds be forced to contain a larger mix of capital. 
Net earnings then become lower although returns become less risky, with the extra capital. 

In its original regulation, the Fed would have required PTICs to have core capital of 
50 cents against every dollar of merchant banking investments. For bankers already 
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holding private equities, the standard would have multiplied their requirement from the 
pre-GLBA 8% minimum general capital/asset ratio. The jump would have sharply 
reduced earnings on investments, including SBICs. The proposal would have directly 
affected banks, as the OCC and the Federal Deposit Insurance Corporation needed to 
issue a consistent rule for banks’ own investments, made under authority other than 
GLBA. 

Bankers questioned whether capital requirements should be high, since some banks 
had done equity financing safely with less for years. Criticism also arose over 
competition, because nonbanking firms would not face these restraints. Many of the 
latter operate with low capital ratios and have great freedom to do deals. House and 
Senate Committee hearings in June 2000 ’ focused on redrawing the regulation in more 
banker-friendly ways. 

The bank regulators proposed standards in January 200 1 that set a three-tiered sliding 
capital deduction running from 8% to 25%. That rule would still have raised capital 
requirements from pre-GLBA amounts, yet was less costly than the earlier proposal. 
Investments in SBICs would not have to meet the new requirements miless they 
comprised more than 15% of the owning institution’s capital. Regulators defended the 
revised proposal on three main grounds. First, roughly a quarter to a third of individual 
deals, and a fifth of portfolio investments overall, lose money. Second, financial risks 
increase as equity investments account for larger portions of financial firms’ activities. 
Third, pre-GLBA capital values such as 8% were low precisely because bank equity 
investments were small at the time, and thus did not pose large-dollar amounts of risk. 

Operational Requirements for Resale and Management Control 

Under GLBA’ s wording, merchant banking investments must meet two operational 
requirements. (1) FHCs may hold individual investments only “for a period of time.” (2) 
FHCs may not routinely memage or operate commercial firms except as necessary or 
required to obtain a reasonable return on the investments upon “sale or disposition.” 

The Fed set the “period” requirement in a final rule of January 2001® at 10 years for 
direct investments, and 1 5 years for investments through private equity funds. Individual 
investments can receive exemptions, but owners must apply to the Fed before the 
expiration date. The Fed codified the law’s prohibition against actively managing 
commercial firms, and required its approval for a FHC to seize managerial control of a 
company in which it has invested to protect its interests. It restricted merchant banking 
investments to 30% of FHC core capital, or 20% after excluding private equity funds. 
These percentage restrictions are not costly capital deductions, but are quantity restraints 
effectively limiting investments to small proportions of total assets. (Example: a FHC has 
10% core capital supporting its entire holdings, $ 1 0 per $ 1 00 of total assets. It may invest 
perhaps 20% to 30% of the $10 in merchant banking assets: $2 to $3.) 


^ U.S. Congress, Senate Committee on Banking, Housing, and Urban Affairs. Merchant Banking 
Regulations Pursuant to the Gramm-Leach-Bliley Act of 1999, hearing, 106* Cong., 2"® sess., 
June 13, 2000 (Washington: GPO, 2001), 165 pp. 


12C.F.R. 225.172. 
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Industry commentators criticized the period requirement on two grounds. First, that 
the time frames were too short, encouraging “fire sales” as the limits approached. Second, 
that the Fed’s extension of time for sale process is not appropriate, because normal bank 
regulatory processes better address timing problems. Regulators defended the periods 
because owners rarely hold such investments beyond five years, and finite holding periods 
allow FHCs to plan divestiture strategies. Industry views criticized the management 
prohibitions as interfering with normal business practices protecting investors. The Fed 
responded that restrictions reflect GLBA’s limits on mixing banking and commerce. 

Another hearing, before two subcommittees of the House Financial Services 
Committee, examined the redrawn merchant banking regulations on April 4, 2001. 
Concerns noted above over capital and operational restrictions resurfaced.'’ 

Regulation as Issued 

The Fed and other regulators issued the final rule on capital, effective April 1, 
2002.’“ It contains a sliding scale of capital charges for investments in nonfmancial 
firms. These deductions operate in the opposite direction of the 20/30% quantity limits. 
Their limit is the ratio of specified risky assets to supporting capital. Table 1 shows its 
capital charges, which are essentially those proposed in January 2001. 


Table 1 . Capital Deduction for Nonfinancial Equity Investments 


Aggregate adjusted carrying value of all 
nonfinancial equity investments held directly or 
indirectly (as a % of core capital) 

Deduction from core capital (as a % 
of the adjusted carrying value of 
investment) 

Less than 15% 

8% 

Next 10% 

12% 

Amount Over 25% 

25% 


Source: Rob Garver, “Pay to Play,” The American Banker, Dec. 1 1 , 200 1 , p. 4. 


The significant exceptions to it are two: (1) Investments made before March 13, 2000, 
need not meet the new capital rule, although counted in the basket of all covered 
investments. (2) SBIC investments become exempted if they amount to no more than 1 5% 
of core capital. Thus, long-standing investments are relieved, while new investments 
face higher requirements. The financial-form “tax” on covered inve.stments is 
progressive, to discourage increasing risk-taking. The higher the capital set aside, the 
more expensive it becomes to fund the covered investments. (Example: an institution 
must raise capital, if it falls into the second tier of Table 1, of $12 per $100 of these 


■' “Lawmakers Explore Opportunities to Soften Regulations Implementing Merchant Banking,” 
Daily Report for Executives, April 5, 2001, p. A-34. 

U.S. Department of the Treasury; Federal Reserve System; Federal Deposit Insurance 
Corporation, “Capital; Leverage and Ri.sk-Ba.sed Capital Guidelines; Capital Adequacy 
Guidelines; Capital Maintenance; Nonfmancial Equity Investments; Final Rule,” Federal 
Register, vol. 67, no. 17, Jan. 25, 2002, pp. 3783-3807. 
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investments, more than traditional bankers’ capital of $6/$ 100 on assets generally and the 
$6/$100 regulatory capital requirement for securities broker/dealers)." 

Did It Work Out? 

Prominent banking companies faced write downs in their private equity portfolios 
after in the burst-bubble year 2000, just after passage of GLBA. Equity investing cost 
seven large banking companies $4.3 billion in 200 1 , and $2.13 billion in 2002. Those few 
firms represent nearly 90% of the equity investments banking companies have made.*^ 
Newer data on activity of U.S.-b 2 ised FHCs in this field, as reported to the Federal 
Reserve, appears in Table 2. According to these data, merchant banking has remained 
a small share of the private equity market,'’ not to mention the national financial 
economy. 


Table 2. Number and Merchant Banking Assets of Financial 
Holding Companies Reporting Merchant Banking Activities 


Number of FHCs: 

12/31/00 

12/31/01 

12/31/02 

12/31/03 

6/30/04 

— Domestic 

11 

19 

12 

14 

15 

— Foreign 

9 

10 

14 

15 

18 

Assets Reported ($ billion) 

$9.5 

8.3 

9.1 

10.7 

12.0 


Source: Communication from the Division of Banking Supervision and Regulation of the Boanl of 
Governors of the Federal Reserve System to William Jackson, Oct. 14, 2004. 


Prospects 

Private equity returns for all investors have since rebounded from negative territory, 
and have continued to exceed those of major stock market indexes over several years.'"' 
The prospect of such excess returns may stimulate bankers’ merchant banking, further 
mixing banking and commerce beyond its limited extent of recent years. 

Congress may continue to explore connections between investments of banking 
companies, bank lending, and corporate governance. Future hearings may question 
whether public policy should allow bankers to make equity-type investments, including 
those in merchant banking, should Enron-like collapses involving the banking system 
come to recur. 


" “FDIC Board Adopts Final Rule on Investments in Nonfinancial Firms,” Daily Report for 
Executives., Dec. 1 1, 2001, p. A-1; and, RobGarver, “Reaction to Capital Rule,” The American 
Banker, Dec. 1 1 , 200 1 , pp. 1 , 4. 

Barbara Rehm, “Banks Report Less Pain from ‘02 Equity Investments,” The American Banker 
Online, January 29, 2003. 

" Board of Governors of the Federal Reserve System, Report to the Congress on Financial 
Holding Companies under the Gramm-Leack-Bliley Act, November 2003, p. 39. 

" According to the National Venture Capital Association [http://www.nvca.org]. 




























278 


Order Code RL32672 


CRS Report for Congress 

Received through the CRS Web 


Financial Institutions and Markets: 

Major Federal Statutes 


November 16, 2004 


M. Maureen Murphy 
Legislative Attorney 
American Law Division 


Congressional Research Service ❖ The Library of Congress 









279 


Financial Institutions and Markets; Major Federal 

Statutes 


Summary 

This report provides brief summaries of the major federal laws affecting 
financial institutions and markets. Arrangement is chronological according to the 
order of original enactment, with divisions into three periods. The first period 
begins with the Civil War era and includes the creation of national banks and the 
Federal Reserve System. The second period encompasses the New Deal and its 
aftermath, during which a wall was erected and reinforced between commerce and 
banking. The third or current period is characterized by statutes designed to 
modernize the financial services industry and, consistent with safety and soundness, 
eliminate barriers to the provision of nationwide integrated financial services. In the 
interest of national security, criminal law enforcement, and protecting personal 
privacy, the current period is also marked by increased federal regulation of customer 
information maintained by financial institutions. 

For CRS Reports on current topics, consult the Financial Sector subheading 
under Current Legislative Issues on the CRS home page; [http://www.crs.gov]. 
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Financial Institutions and Markets^: Major 
Federal Statutes 

Background^ 

The history of federal legislation significantly affecting banking, securities, 
capital markets, and financial services in general, may conveniently be divided into 
three chronological periods: Civil War to New Deal; New Deal Era; and, 1956 to the 
present. Examination of these laws reveals that the increasing role of the federal 
government in overseeing and protecting financial services has been primarily in 
response to turmoil or financial distress in the economy. For example, landmark 
legislation brought a greater federal presence into the financial arena to moderate the 
financial stress and adversity of the Civil War, the financial Panic of 1907, the Great 
Depression of the 1930’s, and the savings and loan crisis of the 1980’s. Much of this 
legislation persists, albeit in amended form, and can be viewed as the foundation of 
the structure under which the financial services industry operates today. 

Pre-New Deal legislation set up basic, continuing, entities, including the 
national banking system; the Federal Reserve System; and, in 1932, the Federal 
Home Loan Bank System. New Deal era legislation is probably most striking for its 
rigid separation of banking, securities, and insurance businesses, and for setting up 
major parts of the federal financial safety net, particularly deposit insurance. More 
recent legislation has permitted reintegration of these functions, allowing firms to 
compete across political boundaries, and in nontraditional businesses. The overall 
aim has been to produce a more level competitive “playing field” and continue to 
maintain safety. The effect has been generally to produce an increasingly more 
uniform stmcture of U.S. financial providers. Especially in the last two decades, 
laws have progressively “deregulated” New Deal or earlier controls over geography, 
pricing, and products of banking and financial services providers. The growing 
complexities of financial transactions have prompted financial services companies 
to maintain data bases containing large eimounts of information on their individual 
customers, raising a potential for improper use. This has prompted increasing federal 
regulation of customer financial information to protect customer privacy, deter 
criminal activity, and in the interest of national security. 

The laws cited are those chosen for their historical significance, their present 
importance in the federal scheme of regulating financial services businesses, or their 
recent enactment. 


' For CRS Reports on current topics, consult the Financial Sector subheading under 
Current Legislative Issues on the CRS home page: [http;//www.crs.gov]. 

^ The author of this section is William Jackson, Specialist in Financial Institutions, 
Government and Finance Division, Congressional Research Service. 
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Pre-New Deal Legislation 

National Bank Act 12 U.S.C. §§ 21-215b. This act establishes the national 
banking system and prescribes a comprehensive system of regulation for federally 
chartered banks, under the supervision of the Comptroller of the Currency within the 
U.S. Treasury Department. It was originally enacted during the Civil War by the 
National Bank Act of 1863 (Currency Act) (12 Stat. 665), and was significantly 
amended by the National Bank Act of 1864 (13 Stat. 99). Congress enacted the 
original measure to assist the Government in paying Civil War debts, to provide for 
chartering banks by the Federal Government, and to provide a more uniform national 
currency (as bank notes) and safer banks based on their holding U.S. Government 
bonds. The 1 864 legislation included major amendments, among them requiring that 
national banks be incorporated and initiating a system of examining national banks. 
Under the National Bank Act, the federal government, through the Office of the 
Comptroller of the Currency (OCC), charters and regulates national banks, granting 
them powers and subjecting them to federal supervision. 

Federal Reserve Act. 12 U.S.C. §§ 221-552. Originally enacted in 1913 
and amended substantially since then, this legislation provides the authority for the 
Federal Reserve System — the Board of Governors of the Federal Reserve System 
(Federal Reserve Board), the 12 Federal Reserve Banks, and the Federal Open 
Market Committee. To prevent recurrence of another financial panic such as that of 
1907, Congress designed “the Fed” to provide a better national payments system, 
including a national currency through its issuance of Federal Reserve notes. Another 
vital component of this payment system is the Federal Reserve’s services to its 
member banks. These include clearing checks and other payments and lending to 
cash-short banks. The Board of Governors also exercises authority under various 
other federal laws, centralizing significant regulatory power over state banks that 
choose to join it as members, large financial conglomerates, and many international 
banking organizations operating on a nationwide basis. 

Federal Home Loan Bank Act 12 U.S.C. §§ 1421-1449. Originally 
enacted in 1932, this legislation established the Federal Home Loan Bank System to 
provide federal support for home mortgage lending. The Federal Home Loan Bank 
System parallels, for thrift institutions, such as the early savings and loan or building 
and loan associations, the Federal Reserve System for commercial banks. The Home 
Owners’ Loan Act expanded it in 1933 to authorize federally-chartered thrift 
institutions. Originally, the Federal Home Loan Bank Board regulated the 12 Federal 
Home Loan Banks, and was the chartering authority for federal thrifts. In its capacity 
as head of the Federal Savings and Loan Insurance Corporation, the Bank Board 
provided a measure of federal regulation for state-chartered thrifts. 

Today, after the enactment of the Financial Institutions Reform, Recovery, and 
Enforcement Act (FIRREA) of 1989, and the abolition of the Federal Home Loan 
Bank Board, the system’s 12 Federal Home Loan Banks are subject to the authority 
of the Federal Housing Finance Oversight Board. The Office of Thrift Supervision 
in the Department of the Treasury charters and regulates federally-chartered thrifts 
and provides federal supervision for state-chartered thrifts. See Home Owner’s Loan 
Act, Financial Institutions Reform, Recovery, and Enforcement Act. 
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New Deal Legislation 

Home Owners Loan Act of 1933. 12 U.S.C. §§ 1461-1470. This 
legislation was the authority for the creation and regulation of federal savings and 
loan associations. Originally chartered by the Federal Home Loan Bank Board as 
mutually owned and managed institutions owned by their depositors, federal savings 
and loan associations were largelyrestricted to residential mortgage lending. Today’s 
federal savings associations are chartered and regulated by the Office of Thrift 
Supervision of the Department of the Treasury (OTS). 

Banking Act of 1933. 48 Stat. 162. This early legislation of President 
Roosevelt’s New Deal included many amendments to the Federal Reserve Act and 
the National Bank Act including the creation of the Federal Open Market Committee, 
which regulates and coordinates the purchase and sale of securities by Federal 
Reserve Banks. Four sections of the Bjinking Act of 1933, §§ 26, 20, 21, and 32, are 
known as the Glass-Steagall Act. Collectively, they forced a separation between the 
banking and securities businesses. Other parts of the legislation allowed national 
banks to open branches under limited conditions and began federal deposit insurance 
for banks under § 12B of the Federal Reserve Act before the enactment of the 
Federal Deposit Insurance Corporation Act in 1950. 

Federal Deposit Insurance Act 12 U.S.C. §| 1811-1832. Enacted in the 
Banking Act of 1933 as part of the Federal Reserve Act, Congress made this 
legislation a separate law in 1950, 64 Stat. 873. The legislation authorizes the 
Federal Deposit Insurance Corporation (FDIC) to provide insurance for deposits held 
in state and national banks and branches of foreign banks in the United States. In 
enacting this legislation, the federal government took on the role of protecting 
depositors, banks, and the national money stock (and, thus, the economy) against 
losses from bank failures. Enactment of this legislation stopped the cascading string 
of bank failures of the Great Depression. Under this legislation, the FDIC is the 
primary federal regulator of federally-insured state-chartered banks and, as such, has 
authority to examine and set safety and soundness standards for them and, to some 
extent, for federally chartered institutions. 

Securities Act of 1933. 15 U.S.C. §§ 77a-77aa. The Securities Act of 1933 
has two objectives: (1) to provide investors with financial and other information 
concerning securities offered for public sale; and (2) to prohibit misrepresentation, 
deceit, and other fraudulent acts and practices in the sale of securities. The act 
provides for the registration of securities offered for sale in interstate commerce or 
through the mail and prohibits fraud in the sale of securities. It requires publicly 
traded companies to provide prospectus disclosures that permit investors and others 
to evaluate the worth of the stocks and bonds being sold. Its anti-fraud provisions 
apply to specified securities sold to the public even when the dealers that are offering 
them need not register them. Since 1934, the Securities Act of 1933 has been 
enforced by the Securities and Exchange Commission. 

Securities Exchange Act of 1934. 15 U.S.C. §§ 78a-78kk. This 

legislation created the Securities and Exchange Commission (SEC) to enforce the 
federal securities laws. With the enactment of this legislation, businesses and their 
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financial operations became subject to federal disclosure standards, thus, moving 
beyond state incorporation and investor protection standards. This act brought many 
securities markets under uniform federal regulation. It extended the registration and 
disclosure requirements of the Securities Act of 1933. Under the 1934 Act, every 
company with securities listed and registered for public sale on a national exchange 
and other companies meeting certain asset or number-of-shareholder criteria must file 
a registration application with the exchange and with the SEC. The legislation 
defines SEC’s authority with respect to such matters as national exchanges, proxy 
solicitations, insider trading, margin trading, and registration of stock exchanges and 
broker-dealers in the over-the-counter market. It defines certain rules for corporate 
governance, including registration of securities listed on exchanges and publication 
of financial reports. 

National Housing Act of 1934. 48 Stat. 1246. This legislation created the 
Federal Housing Administration and established deposit insurance for savings and 
loan associations, through the Federal Savings and Loan Insurance Corporation 
(FSLIC). The Financial Institutions Reform, Recovery, and Enforcement Act 
abolished FSLIC in 1989 after widespread failures in the savings and loan industry. 
Currently, deposit insurance for savings and loan associations is provided through the 
Federal Deposit Insurance Corporation. 

Federal Credit Union Act. 12 U.S.C. §§ 1751-1790. This legislation, 
originally enacted in 1934, provides a comprehensive system for the chartering and 
supervision of federal credit unions. Congress has transferred oversight of credit 
unions to various executive branch agencies over the years. 

Currently, the National Credit Union Administration (NCUA) regulates credit 
unions. This agency oversees deposit insurance for both federal credit unions and 
state-chartered credit unions through an amendment in 1970. In 1979, P.L. 95-630 
gave the NCUA oversight of a Central Liquidity Facility providing short-term 
federally sponsored funding to credit unions, as a lender of last resort conceptually 
similar to the Federal Reserve Banks and the Federal Home Loan Banks. Credit 
unions, which are cooperative in nature and, thus, not subject to corporate taxes, were 
initially very small and state-chartered. Federal support and various amendments to 
the Federal Credit Union Act have increased their powers and allowed them to 
become safer, more bank-like, and larger institutions serving their members. They 
remain limited in some of their services and customer bases. 

investment Company Act. 15U.S.C. §§ 80a to 80a-52. Enacted in 1940, 
this legislation provides the Securities and Exchange Commission with authority to 
regulate investment companies, i.e., companies in the business of investing, 
reinvesting, or trading in securities, such as mutual funds or investment trusts, that 
offer their own securities to the public. This act initiated federal oversight over state- 
incorporated prototypes of mutual funds, whose weaknesses had become apparent in 
the Depression, by requiring that these companies register their securities, disclose 
policies and procedures, maintain adequate capital, and avoid insider transactions. 

Investment Advisers Act of 1940. 15 U.S.C. §§ 80b to 80b-20. This 
legislation provides for the registration and regulation of investment advisors, i.e., 
persons who, for compensation, engage in the business of advising others, directly 
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or through publications or writings, as to the value of securities or the advisability of 
investing in or selling securities. Its enactment completed the circle of federal 
regulation over most securities businesses especially when, in 1970, P.L. 91-547, 
extended the authority that the SEC exercised over broker-dealers to investment 
advisers. 

McCarran-Ferguson Act. 59Stat. 33, 15U.S.C.§§ 1011-1015. Originally 
enacted in 1945, this legislation assigns the regulation of the business of insurance 
to the states, with an exception for Acts of Congress that specifically relate to 
insurance. In United States v. South-Eastern Underwriters Association, 322 U.S. 533 
(1944), in determining whether a federal antitrust law was applicable to a group of 
insurance companies, the Supreme Court ruled that insurance was commerce and, 
thus, subject to regulation by Congress. McCarran-Ferguson was enacted in response 
to this decision, which had the potential to federalize the business of insurance. At 
the time, insurance was viewed more as a protective service business than as a 
“financial” service industry. 

Post-New Deal Legislation 

Bank Holding Company Act. 12U.S.C. §§ 1841-1850. Originally enacted 
in 1956 to cover any company controlling more than one bank, and amended in 1970 
to extend to one-bank holding companies, this legislation subjects companies 
controlling banks to a scheme of regulation administered by the Board of Governors 
of the Federal Reserve System. It prohibits such companies from engaging in certain 
non-banking activities. It provides centralized regulation over mixing of banking 
and commerce that was intended to increase the safety, soundness and competitive 
position of operations that had previously been the subject of state regulation alone. 
It became a template for financial modernization embodied in P.L. 106-102, the 
Gramm-Leach-Bliley Act. 

Bank Secrecy Act of 1970/Currency and Foreign Transactions 
Reporting Act. Titles I and II of P.L. 91-508, including 12 U.S.C. §§ 1829b, and 
1951 - 1959; 31 U.S.C. §§5311 et seq. The Bank Secrecy Act of 1970 and its major 
component, the Currency and Foreign Transactions Reporting Act, 31 U.S.C. §§ 
5311 et seq., require reports and records of transactions involving cash, negotiable 
instruments, or foreign currency and authorize the Secretary of the Treasury to 
pre.scribe regulations to ensure that covered entities maintain adequate records of 
transactions that have a high degree of usefulness in criminal, tax, or regulatory 
investigations or proceedings. Violations of the regulations are subject to civil and 
criminal penalties. Congress thus extended federal oversight of financial 
arrangements to individual transactions when in the national interest. 

Fair Credit Reporting Act. 15 U. S.C. §§ 1681-1681v. Originally enacted 
in 1970, this legislation regulates the credit reporting industry by prescribing 
standards that address information collected by businesses that provide information 
used to determine eligibility of consumers for credit, insurance, or employment. It 
imposes requirements for accuracy, limits purposes for which such information may 
be disseminated, prescribes certain access rights, and includes civil penalties for its 
violation. Overall enforcement authority resides with the Federal Trade Commission, 
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but other federal agencies, including those that regulate financial institutions, are 
authorized to enforce the act with respect to persons under their jurisdiction. 
Consumer reporting agencies and users of information who willfully or negligently 
fail to comply with the act may be subject to civil liability. 

Community Reinvestment Act of 1977. 12U.S.C. §§2901-2907. This 
legislation requires federal banking regulators, in connection with an examination of 
a depository institution (bank, savings institution, or holding company for either), to 
assess the institution’s record of meeting the credit needs of its entire community, 
including low- and moderate-income neighborhoods, and to consider that assessment 
when the institution applies for a deposit facility (branch, relocation of offices, 
change of corporate control such as merger and acquisition). 

internationai Banking Act of 1978. 12 U.S.C. §§ 3101-3108. This 
measure, as amended by the Foreign Bank Supervision Enhancement Act of 1991, 
1 05 Stat. 2286, provides for the chartering and regulation of foreign bank operations 
in the United States, permitting federal or state chartering of foreign bank branches 
and agencies, and regulation by the Board of Governors of the Federal Reserve 
System. 

Financial institutions Reform, Recovery, and Enforcement Act of 
1989. 103 Stat. 183 (P.L. 101-73). This omnibus legislation, consisting of 12 titles, 
restructured the deposit insurance system; transformed the regulatory structure of 
savings associations by eliminating the Federal Home Loan Bank Board; reformed 
the Federal Home Loan Bank System, including eliminating the Federal Savings and 
Loan Insurance Corporation; prescribed rules for admini.stering a depository 
institution in receivership or conservatorship; and expanded civil and criminal 
enforcement authority for depository institution offenses. 

Federal Deposit insurance Corporation improvement Act of 1991. 

105 Stat. 2236 (P.L. 102-242). This omnibus legislation provides expanded 
enforcement authority for federal banking regulators, including prompt corrective 
regulatory action to enforce capital standards on depository institutions to ensure 
institutional safety and soundness. It has meant greater uniformity of chartering, 
regulation, and supervision of both commercial banks and savings associations. It 
provides for greater federal supervision of state banks and state savings associations 
through the Federal Deposit Insurance Corporation. 

Riegie-Neai interstate Banking and Branching Efficiency Act of 
1994. 108 Stat. 2338 (P.L. 103-328). This legislation provides the authority and 
sets the framework for bank holding companies to acquire banks outside their home 
states and for banks to acquire branches on an interstate basis. It overrode long- 
standing state prohibitions against nationwide banking, which had already been 
weakening via regional interstate banking compacts. 

Gramm-Leach-Biiiey Act. 113 Stat. 1388 (P.L. 106-102). This legislation 
authorizes financial holding companies and eliminates many state and federal 
barriers to affiliation among banks, securities firms, insurance companies, and other 
financial service providers. It provides for functional regulation by activity and thus 
specifies, for example, conditions under which securities activities of banking 
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organizations are regulated by securities regulators. It sets the framework for 
insurance activities by banking organizations, prevents the creation of new “unitary” 
savings and loan holding companies mixing banking and commerce, modifies the 
membership criteria and capital structure of the Federal Home Loan Bank System, 
sets a framework for potentially establishing a National Association of Registered 
[Insurance] Agents and Brokers, requires certain disclosures about automatic teller 
machine (ATM) fees, establishes sunshine (disclosure ) requirements for entities 
involving Community Reinvestment Act contracts with banking organizations, and 
includes various banking regulatory reforms. Its privacy title mandates that financial 
institutions disclose their privacy policies; requires them to protect the security and 
integrity of non-public personally identifiable information; and criminalizes 
obtaining customer information of financial institutions by fraud. 

U.S.A. PATRIOT Act (Title III), International Money Laundering 
Abatement and Financial Anti-Terrorism Act of 2001. P.L. 107-56. 
Congress has designed this legislation to prevent terrorists and others from using the 
U.S. financial system anonymously to move funds obtained from or destined for 
illegal activity. It authorizes and requires additional record keeping md reporting by 
financial institutions and closer scrutiny of accounts held for foreign banks and of 
private banking conducted for foreign persons. It requires financial institutions to 
establish anti-money laundering programs and imposes various standards on informal 
money transmitting businesses. It amends criminal anti-money laundering statutes 
and procedures for forfeitures in money laundering cases and requires further 
cooperation between financial institutions and government agencies in combating 
money laundering. It thus increases federal scrutiny of individual financial 
transactions and extends it to certain previously unexamined domestic and 
international transmitters of money, when in the national interest. 

Sarbanes-Oxley Act of 2002. P. L. 107-204. Following the collapse of 
several major corporations, including Enron Corporation, Congress acted to protect 
investors and improve the reliability of corporate disclosures required under the 
securities laws. This legislation establishes the Public Company Oversight Board 
to regulate public accounting firms that audit publicly traded companies. It prohibits 
such firms from providing other services to such companies contemporaneously with 
the audit. It sets various corporate responsibility standards, including requirements 
that principal executive officers and principal financial officers (CEO’s and CFO’s) 
certify their publicly traded compemy’s annual or quarterly report. The legislation 
authorizes, and in some instances requires, the Security and Exchange Commission 
(SEC) to issue rules governing improperly influencing audits, disgorgement of 
executive compensation related to misconduct involving accounting restatements, 
attorney reporting of material violations of securities laws, and securities analyst 
conflicts of interests. Pursuant to this law, insiders may no longer trade their 
company’s securities during pension fund blackout periods; financial disclosure 
requirements are enhanced; and, there is increased authorization of appropriations for 
the SEC. It mandates various studies including a study of the involvement of 
investment banks and financial advisors in the scandals preceding the legislation and 
a report on enforcement actions. Also included are: whistle blower protections; new 
federal criminal laws, including a proscription against alteration of documents; 
various other enhancements of the tools to prosecute and punish securities fraud; and 
an extension of the statute of limitations for private securities fraud actions. 
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Check Clearing for the 21‘^ Century Act. P.L. 108-100. This legislation, 
known as the Check 21 Act, is aimed at facilitating greater efficiency in the use of 
electronic processing of checks and check truncation. It permits the use of substitute 
checks by which a bank receiving a paper check may convert it to a form that may 
be processed electronically. The substitute check, rather than the original check, will 
be retained by the paying bank and returned to any bank customer receiving cancelled 
checks. The substitute check is defined to be a paper reproduction of an original 
paper check that contains an image of the front and back of the original check and 
that may be processed electronically. The legislation requires banks converting a 
paper check into a substitute check and other banks handling such checks to warrant 
the accuracy of the images and the fact that the check has not previously been paid. 
Such a substitute check is declared to be the legal equivalent of the original check for 
all purposes and all persons. The Check 21 Act includes indemnity and expedited 
recredit procedures to protect substitute check recipients. It does not require any 
bank to create substitute checks or to accept checks electronically. 

Fair and Accurate Credit Transactions Act of 2003. P..L. 108-159. 
This legislation contains extensive amendments to the Fair Credit Reporting Act that 
are aimed at improving the accuracy and traasparency of the national credit reporting 
system and preventing identity theft and assisting victims. It contains provisions 
enhancing consumer rights in situations involving alleged identity theft, credit 
scoring, and claims of inaccurate information. It requires users of consumer reports 
to provide certain information to consumers who are offered credit on terms that are 
materially less favorable than the offers that the creditor makes to a substantial 
portion of its consumers. Under the legislation, state laws respecting the sharing of 
consumer report information among affiliated companies are permanently preempted; 
such companies must provide consumers notice and an opt-out for sharing of such 
information if the receiving company uses the information for marketing purposes. 
Whether or not the information is used for marketing purposes, an opt-out must be 
provided consumers if the shared information contains anything other than 
experience or transaction information. 
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Summary 


In late 2000, the Federal Reserve and the Treasury proposed to increase banking 
powers. They proposed allowing banking companies to engage in real estate brokerage 
and management, as activities that are financial in nature. The substantiative issues are 
the respective nature of banking and of real estate activities and the potential impact on 
consumers. Procedural questions involve the intent of Congress in P.L. 106-102, which 
delegated authority to the two agencies to issue new regulations. Treasury spending bills 
have forestalled any such regulations for four fiscal years, most recently in P.L. 109-1 15. 
The reintroduced Community Choice in Real Estate Act, H.R. lll/S. 98, 109**’ 
Congress, would permanently remove these real estate activities from consideration 
under the market-adaptive powers of the regulators. Conversely, H.R. 2660, the Fair 
Choice and Competition in Real Estate Act of 2005, would allow banking companies 
into the fields. This report will be updated as events warrant. 


Framework of Legislation and Regulation 

The Gramm-Leach-Bliley Act (GLBA, P.L. 106- 1 02)^ was landmark legislation that 
allowed banking, securities, and insurance companies to operate in affiliation with each 
other under the organizational form of financial holding companies (FHCs). GLBA also 
permitted FHCs, like financial subsidiaries of banks (FSs), to engage in a variety of 
activities not previously allowed to banks or companies owning banks. ^ Under GLBA, 


‘ This report was originally authored by William D. Jackson. 

^ llBStat. 1338-1481. 

^ FHCs hold controlling stock interests in separately incorporated or chartered businesses, such 
as banks, mortgage companies, stockbrokers and dealers, etc. The Federal Reserve supervises 
all FHCs, which are not federally insured. FSs are businesses that banks themselves own. The 
bank regulatons supervise FSs, which, while not necessarily federally insured, are owned directly 
by insured banks. The.se structural differences are important because GLBA allows more latitude 

(continued..,) 
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the Federal Reserve (Fed) and the Treasury Department, which contains the Office of the 
Comptroller of the Currency (OCC), have authority to issue regulations expanding 
activities for FHCs and FSs, respectively. 

In GLBA, § 103 requires that the Fed find that new activities for FHCs are financial 
in nature, incidental to a financial activity, or, both “complementary” to a financial 
activity and not posing a substantial risk to safety and soundness. §121 repeats the 
standard for the OCC governing FSs. Congress crafted GLBA as a compromise to allow 
financial affiliations while avoiding a general mixing of “banking” with “commerce.” 
It specifically excluded bank FSs from underwriting insurance and from real estate 
investment and development, except as may already have been authorized by other law.'* 


Proposed Brokerage and Management Regulation 

In December 2000, the Fed and the Treasury released a proposal to allow banking 
companies into new real estate businesses, under §§103 and 121.^ Their proposal would 
allow FHCs and FSs to enter real estate brokerage and property management, if these 
activities could be considered financial in nature or incidental to a financial activity (not 
the less exacting “complementary” test). “Brokerage” includes acting as an intermediary 
between parties to a real estate transaction, listing and advertising real estate, soliciting 
sales, negotiating terms, and handling closings. It is not purchase or sale of property as 
an owner, and it requires state licensing and regulation. “Property management” includes 
soliciting tenants, negotiating leases, servicing rents, maintaining security deposits, 
making operating payments, and overseeing upkeep. Managers thus need not be owners, 
and banking firms could not become owners of real estate through this proposal. 

The Fed and the OCC historically disallowed real estate brokerage and property 
management activities for their regulated institutions. The Office of Thrift Supervision 
(also within the Treasury) does allow subsidiaries of federal savings associations to 
provide real estate brokerage and property management services. About half the states 
seem to allow these activities for the financial institutions that they charter and regulate; 
however, actual practice of bank realty powers appears very rare.® Conversely, real estate 
brokers and managers caimot offer essential banking services — accepting deposits and 
making commercial loans — and are not seeking to become bank-like. They do not want 
to form financial holding companies or obtain bank charters, and especially seek to avoid 
becoming regulated by the Fed or other banking agency. 


^ (...continued) 

for uninsured FHCs to operate in nontraditional lines of business. FHCs are considered less 
likely than banks and batik subsidiaries to cause difficulties for the federal support mechanisms 
for banks, especially deposit insurance funds, should they encounter losses. 

'' 113Stat. 1373, IIU.S.C. 24a. 

’ Board of Governors of the Federal Reserve System and Department of the Treasury, “Bank 
Holding Companies and Change in Bank Control,” Federal Register, vol. 66, no. 2, Jan. 3, 200 1 , 
pp. 307-314. 

^ Conference of State Bank Supervisors, “Real Estate Brokerage Chart,” available at 
[http://www.csbs.org/govemment/legislative/realestate/re_chart.htm]. 
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Bankers (American Bankers Association, Financial Services Roundtable, and New 
Y ork Clearing House Association) requested this authority. In their view, it would allow 
financial institutions to offer a fuller range of financial service, using many skills that 
banks already have. They argue that these activities are financird in nature and would 
lower the costs of realty transactions. Other supporters are the America’s Community 
Bankers, Consumer Bankers Association, Independent Community Bankers of America, 
Realty Alliance, and Real Estate Services Providers Council. 

The National Association of Realtors (NAR) opposes the proposal, arguing that no 
law, including GLBA, authorizes banking firms to provide real estate brokerage and 
property management, which it argues are nonfinancial in nature. From its perspective, 
the proposal would create anticompetitive and anticonsumer concentrations of power 
dominating the realty industry and increasing costs to consumers. Other opposing entities 
are the Building Owners and Managers Association, Consumers Union, Institute of Real 
Estate Management, International Council of Shopping Centers, National Affordable 
Housing Management Association, and National Association of Homebuilders. 

Arguments Concerning the Nature of the Industries 

Favoring the Proposal. 

(1) Banks, FHCs, and FSs already engage in a variety of other real estate activities: 
financing, appraising, leasing, settling, escrowing, and investment advising. 

(2) Agency services that FHCs and FSs provide in securities and insurance are similar to 
those of real estate brokers and property managers. 

(3) FHCs may act as “finders,” bringing together buyers and sellers of non-real-estate 
assets generally. (Found parties must negotiate terms, including prices, for themselves.)’ 

(4) Bankers already act as intermediaries in arranging commercial real estate equity 
financing (transfer of title, control, tind risk arrangements for projects) and often finance 
the underlying projects. 

(5) Several diversified financial companies provide realty services beyond their more 
traditional banking, securities, and insurance services. Some realty-based companies 
offer bank-like services, most visibly mortgages. 

(6) Some savings associations and state-chartered banks already provide these real estate 
services. Twenty-seven states and the federal Office of Thrift Supervision appear to 
allow the activities at issue for deposit-based financial institutions, at least statutorily. 

Opposing the Proposal. 

(1) GLBA specifically prohibits FSs from engaging in real estate development and 
investment. Thus, its intent may have been to restrain new realty powers of bankers. 


’ 12 CFR 225.86(d). 
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(2) Real estate brokerage and property management are commercial activities. Their 
necessary hands-on sales skills are far different from lending. When bankers sponsored 
Real Estate Investment Tmsts in the 1970s, most collapsed with large losses. 

(3) Real estate brokerage and property management involve negotiation of realty 
transactions. That role has been forbidden to FHC s as “finders.” FHC finders may not 
engage in any activity requiring registration or licensing as a realty agent or broker. 

(4) One study states that the real estate industry is highly competitive and efficient, much 
more productive than fintincial services generally.® If so, bankers would presumably 
bring almost no net benefit to real estate brokerage and property management. 

(5) Entry of deep-pocket banking companies, which benefit from federal assistance 
including deposit insurance, might drive out brokers and property managers, which 
typically operate on a much smaller scale. 

(6) Competition for lending could decline if buyers believe that one-stop realty 
transacting and financing would ease credit approval. Mortgage lenders not involved 
with the brokerage part of realty transactions might lose business. 

Arguments Concerning Customers (Consumers/Businesses) 

Favoring the Proposal. 

( 1 ) Customers could benefit from lower costs and greater convenience if one organization 
provided most realty services bundled together. Transaction details (paperwork) often 
overwhelm buyers and sellers of property. Consumers, including buyers of these 
services, generally prefer more competitors in a field to fewer.* 

(2) Clients of banks need not face complications of start-from-scratch checking of 
creditworthiness, which their bankers already know. The credit approval/underwriting 
process is the stage of real estate purchase that is usually the most delayed. 

(3) Laws against forcing customers to obtain both nonlending services and loans from 
banking companies (which observers call “tying”) would still restrain market power of 
companies providing banking and realty services jointly. Meanwhile, many real estate 
brokers seem to have close ties with favorite mortgage lenders, title companies, etc., 
making it easy for customers to deal with almost one-stop financial shopping. 

Opposing the Proposal. 

(1) Customers might believe that obtaining realty brokerage or property management 
services from bankers would ease credit approval for their financing. Better, unbundled 
deals may be available from competition among multiple providers. 


* A conclusion of a study by Leonard Zampano of the University of Alabama presented at the 
NAR Midyear Legislative Meetings and Trade Expo, Washington, DC, May 17, 2001. 

* American Bankers Association, “Consumers Want More Real Estate Competition, New Survey 
Reveals,” at [http://www.aba.com/Press-(-Room/05 150 lrealestate.htm]. 
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(2) Customer service could suffer with fewer specialized providers. Bank credit 
standards might not be appropriate for realty transactions requiring flexibility, especially 
when tightening credit quality concerns (“credit cmnches”) cut back bank lending. 

(3) Low- and moderate-income households lacking bank relationships might not benefit 
from bundled realty services designed for bank clients of greater resources. 


Developments and Legislation 

2001 . The original proposal remained open for comment until May 1, 2001. The 
House Subcommittee on Fintmcial Institutions and Consumer Credit held a hearing on 
in which many Members voiced disapproval of it. Representative Calvert introduced 
H.R. 3424, the Community Choice in Real Estate Act, which would have prohibited 
banking companies from engaging in real estate brokerage or real estate management 
activities. Supporters believed the regulatory proposal circumvented the congressional 
intent of GLBA, redefining real estate activities as financial activities, thus mixing 
banking with commerce. They also believed the proposal would be anticompetitive. 
Senator Allard introduced the Senate version, as S. 1 839. 

2002 . The House Subcommittee on Commercial and Administrative Law held its 
Oversight Hearing on Proposed Federal Reserve/Treasury Department Real Estate 
Brokerage and Management Rule. The Senate Subcommittee on Financial Institutions 
held its hearing. Bank and Financial Holding Company Engagement in Real Estate 
Brokerage and ftoperty Management, the House Subcommittee on Financial Institutions 
and Consumer Credit held a hearing on H.R. 3424. 

2003 . Representative Calvert and Senator Allard reintroduced the Community 
Choice in Real Estate Act, now numbered H.R. 1 1 1 and S. 98, to prohibit FHCs and 
national banks from engaging, directly or indirectly, in real estate brokerage or real estate 
management activities. Both measures were identical to their predecessors. The 108"' 
Congress passed the basic federal spending package, P.L. 108-7. It retained the 
prohibition amendment, disallowing any funds for Treasury Department issuance of the 
bankers’ real estate regulation in FY2003. 

2004 . Representative Northup reintroduced the amendment into the Transportation 
Appropriations bill H.R. 2989. The measure prohibited FY2004 funds from being used 
to implement the proposed rule. The House approved that measure. Senate approval 
resulted in P.L. 108-199, continuing no-spending language. 

For the next fiscal year (FY2005), no-spending language reappeared as Section 523 
of H.R. 5025, the Transportation, Treasury, and Independent Agencies Appropriations 
Act. Its ban on Treasury regulatory issuance via a spending cutoff was in the original 
measure, which cleared the subcommittee. Stronger, permanent, prohibitory language 
was included in Section 2 17 of the counterparts. 2806, which, if Congress had approved 
it, would have had the force of law to prevent the proposed activity in the future. 
Following conference approval, the FY2005 omnibus spending measure, P.L. 108-447, 


Division F, Title II, Section 538. Congressional Record, Nov. 25, 2003, p. H12415. 
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adopted the House version." The final version of the Treasury appropriations language 
thus included the third moratorium, until the end of FY2005. 

2005 . Representative Calvert reintroduced the Community Choice in Real Estate 
Act, H.R. 111. Senator Allard reintroduced its companion bill, S. 98. Conversely, 
Representative Oxley introduced H.R. 2660, the Fair Choice and Competition in Real 
Estate Act of 2005, on May 26. It would amend the Bank Holding Company Act of 1956 
(the foundation for GLBA) to allow real estate brokerage activities and real estate 
management activities for financial holding companies and financial subsidiaries of 
national banks. The House Committee on Financial Services held a hearing. Protecting 
Consumers and Promoting Competition in Real Estate, on June 15.’^ In its first report 
on real estate brokerage, the Government Accountability Office found that state-chartered 
bank activity (where permitted) had little effect on competition or consumers. 

In the FY2006 appropriations process for H.R. 3058, covering the Treasury, 
conferees adopted House language prohibiting the Treasury from finalizing the 
contentious rule in FY2006 (Section 718). Conferees rejected stronger language in the 
Senate version of the measure (Section 723) that might have permanently prevented a 
decision on the issue, therefore issuance of any permissive regulation. President Bush 
signed this measure into law (P.L. 109-1 15) on November 30, 2005. 

On December 5, the OCC relaxed prohibitions on bank investments in real estate 
development projects. The agency wrote two interpretive letters allowing national banks 
to develop a hotel and a mixed-use project. The Bank of America proposed to invest in 
a 150-room hotel, and PNC sought to develop a facility with a hotel, retail office space, 
offices, and condominiums. A third interpretive letter was written dated December 21, 
2005, allowing Union Bank of California to invest in a wind energy project in which the 
bank would own 70% of the project, including the land and wind turbines. The OCC 
defended its approval of the December 5 interpretive letters, citing 12 U.S.C. § 29 that 
allows banks to invest in bank premises. Among the justifications for approval of the 
wind project was that 12 U.S.C. § 29 provides that national banks may purchase, hold, 
and convey real estate and that this acquisition of interests in real estate is not speculative. 
Those developments would appear essentially to end the stricture against national bank 
ownership and leasing of real estate, thereby moving further toward allowing bankers into 
real estate brokerage, etc.’’ 


" Division H, Section 519, Congressional Record, Nov. 20, 2004, p. H10358. 

Karen L. Wemer, “Reps. Oxley, Frank Introduce Measure To Allow Real Estate Brokerage for 
Banks,” Daily Report for Executives, May 31, 2005 , p. A-1 1. 

" See [http://financialservices.house.gov/hearings.asp?formmode=detail&hearing=395]. 

Real Estate ate Brokerage Activity, Factors that May Affect Competition, GAO-05-947. 

R. Christian Bruce, “OCC Defends Letter on Real Estate Powers While Realtors Call for 
Action From Congress,” Daily Report for Executives, Feb. 2, 2006, p. A-3 1 . 
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Mr. Chairman and members of the Subcommittee, my name is Edward L. YingEng. I am 
President and Chief Executive Officer of the American Bankers xAssociarion (“ABA”)- f he ABA, on 
behalf of the more than two million men and women who work in our nation’s banks, brings together all 
categories of banking institutions to best represent the interests of this rapidly changing industr)’. Its 
membership - which includes community, regional and money center banks and holding companies, as 
well as savings associations, trust companies, and savings banks - makes ABA the largest banking trade 
association in the country. 

Thank you for the opportunity to present the ABA’s views on three recent letter rulings by the 
Office of the Comptroller of the Currency (“OCC”). In each of these rulings, the OCC did what a 
responsible regulator should do: If applied existing law to today’s facts. In so doing, the OCC has made it 
possible for national banks to continue serving as economic catalysts for communities across America and 
to meet the changing needs of bank customers within the existing legal framework. 

In my testimony I would like to make the following three points: 

> First, the OCC acted well within its authority when it approved banks to develop their 
premises and to engage in a transaction that is the functional equivalent of lending. 
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> Second, the challenge by the National Associadon of Realtors (“NAR”) to the OCC’s 
actions is misguided and has the potential to harm the vitality of downtowns across 
America and to impede investments that Coi^jress has sought to encourage. 
r- ITiird, bank regulators need the flexibility to respond to a dynamic industry by permitting 
the industry' to evolve within the limits established by Congress. 

ITiese points are discussed in further detail below. 

1. The OCC acted well within its authority when it approved banks to develop their premises and 
to engage in a transaction that is the functional equivalent of lending. 

Bank premises 

The OCC issued two letters last December approving requests by banks to develop their pcemises 
in economically viable ways that would address the banks’ operational needs. In considering these 
requests, the OCC applied precedents that have existed for over 100 years. 

Congress included in one of the first codifications of statutes governing national banks the 
authority for a national bank to hold real estate for the conduct of its busines.s. A national bank using this 
authority must act in good faith, acquiring the real estate for bank use and not for speculation. Having 
acquired the property in good faith, the bank is authorized by law to use excess space in the real estate in 
the same way that a prudent person would use such teal estate. 

This “prudent person” rule has been in place since 1904, the year in which the United States 
Supreme Court decided the seminal case of Brown v. Schleier . In that case the Court affirmed the opinion 
of the lower court, which stated - 

Nor do we perceive any reason why a national bank, when it purchases or leases property' for the 
erection of a banking house, should be compelled to use it exclusively for banking purposes. If the 
land which it purchases or leases for the accommodation of its business is very valuable, it should 
be accorded the same tights that belong to other landowners of improving it in a way that will yield 
the largest income, lessen its own tent, and render that part of its funds which are invested in realty 
most productive. 
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The court went on to state that national bank act pennits banking associations to act as any prudent 

person would act in making an investment in real estate, and to exercise the same measure of judgment 
and discretion.” ITie OCC’s recent approvals of bank peddons to develop bank premises is simply an 
applicadon of this well-established authority to today’s marketplace. 

This authotit)' has enabled nadonal banks to serve as the anchor of downtowns in cities and towns 
throughout America for over a century. Attached to this testimony are three examples — out of the 
thousands that exist — of banks that have used their premises to revitalize their downtowns. In some 
instances, a bank deliberately built a larger structure than it needed so that it would have room to grow. In 
others, a bank acquired the space that was available even though it was larger than the bank’s present 
needs required. In each case, the bank used the extra space productively to attract other businesses, and in 
the process strengthened the vitality of the downtown. 

Frequently, banks will provide space to local charities and governments. Bank buildings also 
attract other businesses, such as accountants, doctors, lawyers, and even realtors to downtown. In the 
examples attached, one of the banks turned excess space into a gathering place for the community while 
another bank provides space to a non-profit Main Street organization. Ihe common thread in all of these 
is that mixed-use bank buildings are catalysts for economic activity. 

When banks construct ot acquire their premises, the economics of the transaction often requires 
that a building be designed for mixed-use purposes. The OCC recognized this when, in one of the letters 
challenged by the NAR, the OCC permitted a bank to construct a building that would provide office space 
for the bank and others, as well as providing space for retail activity’, hotel rooms, and condominiums. 

The proposed mix of space was deemed necessary to make the building financially viable. It also was 
viewed as important to the rejuvenation of the downtown in which the building is to be located. 

’Ihe OCC has appropriately recognized that a bank has many uses for its premises. For 
community’ banks, the needs may center on local banking operations. For banks operating nationwide or 
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internationally, the needs may include accommodating bank clients and employees traveling on bank 
business. 

The variations may differ but the theme remains the same; Banks need space to conduct their 
operations and, having acquired space, banks should be permitted to use that space productively. The 
OCC and courts have clearly and consistently affirmed that banks have ample authority to acquire bank 
premises and use them just as any other landowner would. The recent bank premises letters issued by the 
OCC simply apply this rime-honored precedent to current fiicts. 

It also is worth emphasizing that banks have been developing their premises for decades without 
any problems. That is because, despite allegations to the contrary, the authority is in fact very limited and 
subject to strict prudential Limitations. 

Functional equivalent of lending 

The authority of banks to engage in transactions that are the functional equivalent of lending is 
equally well settled. Courts for decades have looked at the economic substance of a transaction rather 
than its form to determine whether a given activity is permissible for insured depository institutions. In 
the leading case in this area, M acM leasing Corpora tiQOLy. SeatdcJSlattonal Bank (1977), the court 
concluded that a national bank, pursuant to its authority' to “make a loan of money on personal security,” 
may enter into leases that are “functionally interchangeable” with a secured loan. 

Banks, as a general rule, ace not permitted to own non-financial commercial firms, and the ABA 
strongly supports this separation of banking and non-financial commerce. However, for many years banks 
have been permitted to cake technical ownership as part of a transaction that is carefully structured to be, 
in effect, an extension of credit. Leasing arrangements are one common set of such examples, although 
there are many others. WTien a consumer leases a car, the lender owns it but the lease is generally a 
substitute for a car loan. Simply put, these ty'pes of financing occur all the time. 

The OCC frequently has looked through the form of a transaction to its substance and permitted a 
national bank to take an equity interest in connection with the financing of many types of projects, 
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including, most recendy, a wind energ)'^ project. In order for that project to be economically viable, the 
bank providing the funding needed to take an equity interest in the company that would operate the 
project. This enabled the bank to use the tax credits to attract capital to the project, tax credits that would 
have been unavailable to a nonprofit entity. 

The financing of the wind energ)'^ project in question was, at its core, the functional equivalent of a 
loan. The equity interest taken by the bank did not affect the underlying fundamentals of the transaction. 
The OCC supported this conclusion by listing in considerable detail the factors that led the agency to 
conclude that the project “would be substantially identical to a recognized form of extension of credit.” 
Among the factors considered was the fact that the day the tax credit runs out, the bank’s equity interest is 
required to end. This clearly demonstrates that this transaction is structured as a financing mechanism 
around the tax credit. Applying M & M Leasing , the OCC concluded that the bank was authorized to 
engage in the activity, within careful safeguards. 

For years banks have taken equity' interests in many other projects, including projects to fund 
histone rehabilitation, low-incomc housing, and community revitalization. The real owner of the projects 
frequendy is a nonprofit corporation, which has no ability on its own to make u.se of a tax incentive. For 
the non-profit to make use of the tax credit, it usually needs to work with a commercial bank, which can 
use the tax credit to reduce the effective cost of financing to the non-profit entity. In many cases, though, 
for the bank to qualify for the tax credit, it must take an equity interest in the project. That is to say, to 
attract additional sources of funding, a loan often will be structured as an equity investment so that a bank 
may benefit from the tax incentive and the non-profit may receive the funding it needs, often at reduced 
overall costs. 

TTie results speak for themselves. For example, in 2005, the low-income housing tax credit 
attracted $7.5 billion in private equity capital. That same year saw over $3 billion invested in community 
development projects by national banks alone, of which approximately 90 percent was invested in projects 
for which tax credits were received. The OCC estimates that next year %7 billion will be received in New 
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Markets tax allocation credits by insured depository institutions. Without the ability to structure loans as 
equity investments, these results would not be achieved and the Congressional policy objectives would be 
frustrated. 

The OCC’s authorization of a national bank to finance a wind energy project is merely another 
example of the system working exactly as it should The transaction reviewed by the OC(^ clearly is 
consistent with the law and polic}' established by Congress. In speaking about this approval as well as the 
two approvals for banks to develop their premises. Congressman Michael Oxley, Chairman of the House 
Committee on Financial Services, stated that “The actions that the OCC has taken in its authorization 
letters are reasonable, well within the law, and within precedent,” 


2. The NAR’s challenge to the OCC’s actions is misguided. Moreover, it has the potential to 
harm the vitality of downtowns across America and to impede investments that Congress has 
sought to encourage. 

'lire NAR has publicly claimed that the three OCC approvals have put out banking system on a 
path that will lead to a reprise of the sa\'Tngs and loan crisis or another Japanese-style banking meltdown. 
This rhetoric is misguided. 

National banks have only limited authority to invest in real estate or in commercial activities. The 
relevant statute states that a national bank may purchase, hold, and convey real estate only for the 
following purposes: 

First. Such as shall be necessary for its accommodation in the transaction of its busine.ss. 

Second. Such as shall be mortgaged to it in good faith by way of security for debts 
previously contracted. 

Third- Such as shall be conveyed to it in satisfaction of debts previously contracted in the 
course of its dealings. 

Fourth. Such as it shall purchase at sales undet judgments, decrees, or mortgages held by 
the association, or shall purchase to secure debts due to it 

Even this limited authority for a bank to invest in real estate for bank premises is subject to a 
number of safeguards designed to ensure that the authority cannot be misused. First, as noted above, any 
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investment in bank premises must be made in good faith, Le.y for the bank’s use and not for the purpose of 
speculating in real estate. Second, banks may not make investments in bank premises that would exceed a 
specified percentage of bank capital. Third, a bank must obtain the prior approval of its primary' federal 
regulator under certain circumstances. 

Moreover, a national bank may not use a financial subsidiary to engage in real estate development 
activities chat are prohibited for the bank. Congress was very cleat in the Gramm-Leach-Bliley Act 
(“GLBA”) that real estate development is not an activity that a financial subsidiary of a national bank may 
engage in. Section 121 of GLBA states that “the activities enga^d in by the financial subsidiary as a 
principal do not include . . . real estate development or real estate investment activities, unless otherwise 
expressly authorized by law.”’ 

Thus, banks are not permitted to make a business in real estate development. In essence, a bank’s 
authority is confined to holding real estate as bank premises and in connection with making mortgage 
loans. This hardly places the banking system on the road to ruin. Instead, this limited authority is all 
about enabling banks to provide the services to their communities that they were chartered to provide. 


‘ The full text of section J2 1 of GLBA states, in relevant part: 

(a) AUTHORIZATION TO CONDUCT IN SUBSIDIARIES CERTAIN ACTIVITIES THAT ARE FINANCIAL 
IN NATURE.— 

(1) IN GENERAL. — Subject to paragraph (2). a national bank may control a financial subsidiary, or hold 
an interest in a financial subsidiary. 

(2) CONDITIONS AND REQUIREMENTS. — A national bank may control a financial subsidiary, or 
hold an interest in a financial subsidiary, only if— 

(A) the financial subsidiary engages only in — 

(i) activities that are financial in nature or incidental to a financial activity pursuant to subsection 

(b); and 

(ii) activities that are permitted for national banks to engage in directly (subject to the same 
terms and conditions that govern the conduct of the activities by a national bank); 

(B) the activities engaged in by the financial subsidiary' as a principal do not include — 

(i) insuring, guaranteeing, or indemnifying against loss, harm, damage, illness, disability, or 
death (except to the extent permitted under section 302 or 303(c) of the Gramm-Leach-Bliley Act) or 
providing or issuing annuities the income of which is subject to tax treatment under section 72 ofthe 
Internal Revenue Code of 1986; 

(ii) real estate development or real estate investment activities, unless otherwise expressly 
authorized by law; or 

(iii) any activity permitted in subparagraph (H) or (I) of section 4(kX4) of the Bank Holding 
Company Act of 1956, except activities described in section 4(k)(4)(H) that may be permitted in 
accordance with section 122 of the Gramm-Leach-BHiey Act; 
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National banks’ authority to make an equity investment as part of a transaction that is the 
functional equivalent of lending is comparably narrow. Tlie National Bank Act prohibits national banks 
from making equity investments except in a few specified instances. An equity interest taken solely to 
facilitate a transaction that is the functional equivalent of lending does not cross that statutory line. 

As previously noted, the OCC carefully reviewed the wind energy project at issue. It looked at, 
among other things, the underwriting criteria applied by the bank, the extent to which the bank intended 
to become involved in the management of the underlying business, and whether the bank could realize a 
speculative gain or loss. Following this review, the OCC concluded that the wind energy project posed no 
greater risk to the bank than would a transaction structured as a direct loan. More broadly, the precedent 
presents no greater risk to our economy than does lending in general. 

The NAR is making arguments that threaten banks’ ability to continue ser\^ing their communities 
and their customers. As discussed above, banks have provided enormous benefits to towns and cities 
across America. Downtowns will suffer if banks lack the ability to develop their premises witli mixed-used 
buildings. Without banks’ ability to offer innovative financing structures, the ability to achieve the goals 
that Congress has sought to achieve through tax incentives - in areas such as community development, 
low-income housing, and renewable energy — will be undermined. 

America will be a poorer place if the longstanding bank community investment practices described 
above become casualties of the NAR’s campaign. It is perhaps ironic, but certainly unfortunate, that the 
ominous phantoms of economic catastrophe conjured up by the NAR could cause real economic harm. 

3. Bank regulators need the flexibility to respond to a dynamic industry by permitting the 
industry to evolve within the limits established by Congress. 

The United States has benefited from a remarkably healthy banking industr}'. The health of that 
industry is due in large part to a regulatory system that permits banks the freedom to innovate. Congress 
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establishes the policy that guides out bankiug industry. Congress also relies on the bank regulators to 
implement the policy directives in the myriad of situations that banks face every day. 

Our banking industry is as dynamic as our economy. As the needs of bank customers evolve, so 
must the ability of banks to respond to those needs. This, in turn, requires a regulatory system that is 
sufficiently flexible to permit safe, sound, and innovative ways of meeting customer needs. 

We urge Congress to permit the regulators to continue doing what they do best, namely, rigorously 
apply safety and soundness principles in an environment that permits banks to grow and serve their 
communities. 

CONCLUSION 

The OCC, in issuing the three letters that are challenged by the NAR, acted responsibly and in a 
manner that is consistent with applicable statutes and court cases. Despite breathless rhetoric to the 
contrar)% the letters are very limited in scope. Certainly, and in fact obviously, they will not cause the 
downfall of our banking system or erode the boundaries between banking and non-fmancial commerce. 
Rather, the letters will permit banks to continue serving as economic catalysts for their communities and as 
creative sources of capital for their customers. 
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l. INTRODUCTION 

Chairman Platts, Ranking Member Towns, and members of the Subcommittee, 1 
appreciate this opportunity to appear before you today on behalf of the Office of the Comptroller 
of the Currency (OCC) to discuss the three interpretive letters issued by the OCC in December 
2005, which you have asked the OCC to address. Two of the letters to which you refer concern 
situations where banks seek to enhance use of property that they already own, in connection with 
their own banking operations. The third letter relates to a bank’s provision of financing to an 
energy project. It appears that in many respects the scope and application of these letters has 
been misunderstood, and thus I welcome the opportunity to describe them - and their impact - 
fully, here today. 

The decisions reflected in the letters are within the OCC’s authority and provisions of the 
National Bank Act. As I will describe in more detail below, the conclusions contained in the 
letters are quite specific, limited in scope, and within the framework of existing precedent for 
national banks’ activities. Since many claims have been made about what the letters do and do 
not authorize, let me be very clear that they do not breach the boundaries between banking and 
commerce, do not authorize national banks to engage in the business of real estate investment or 
development, have nothing to do with merchant banking, have nothing to do with allowing 
national banks to conduct real estate brokerage, and were carefully evaluated by OCC 
supervisors to assure that the activities would be consistent with the safe and sound operations of 
the banks involved. 

Because of the limited and specific nature of the activities addressed in the letters, the 
banks involved do not have dual roles that could present conflicts of interest, nor do the letters 
set new precedent that will lead to greater participation by national banks in real estate that could 
potentially have larger effects on the economy. Because the OCC reviews all such proposals on 
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a case-by-case basis, and because our review includes participation by the supervisory officials 
for each bank, the conclusions in the respective letters are applicable only to the particular bank 
at issue. We have no evidence that the issuance of the letters has resulted in an increase in 
national banks seeking to engage in real estate related activities; in fact, since the letters were 
issued, we have received no proposals from other national banks seeking to rely on them for their 
own activities. * Please be assured that the OCC fully recognizes the limits of national banks’ 
authority with respect to real estate activities and will apply those standards consistently to all 
national banks. 

II. DISCUSSION OF THE THREE LETTERS 

The limited authority of national banks to invest in real estate has long been recognized 
by both the courts and the OCC. This authority enables national banks to take different types of 
direct and indirect interests in real estate in connection with conducting their own banking 
business. 

The following discussion describes in detail the factors the OCC relied on in reaching its 
decisions on the letters at issue, why the letters are consistent with the agency’s authority and 
supported by the National Bank Act, and why they are fully consistent with the well- 
recognized — and limited — parameters for national banks’ acquisition of interests in real estate. 

A. Real estate/premises letters 

Two of the letters, which 1 will call the “Bank Premises Letters,” permitted the banks to 
develop property they already owned, in ways that enhanced how the property served each 

' Because conclusions in the letters are expressly conditioned on the .specific facts presented and the capacity of the 
respective banks to conduct the activities in question, the letters do not generally authorize other national banks -- or 
state banks - to engage in comparable activities. The authority of state banks to invest in real estate or engage in 
real estate related activities such as real estate brokerage is, in many cases, broader than the authority of national 
banks. 
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bank’s banking operations. The letters are based upon decades-old judicial precedent and OCC 
interpretations that expressly recognize that a national bank may hold and develop property used 
in connection with its own operations and lease or sell the portion of the premises that the bank 
does not use. This authority is subject to substantial limitations and constraints, including the 
requirement that the development must not be speculative or motivated by realizing a gain on 
appreciation of the real estate property value. In each letter, based on specific information 
provided by each bank, the OCC concluded that the bank demonstrated that the proposed bank 
premises development was justified by a legitimate and good faith business need for 
accommodation of the hank’s business activities. As a result, the Bank Premises Letters have a 
limited and specific impact and do not lay a foundation for national banks’ engaging in the real 
estate development (or brokerage) business, and they do not breach the separation of banking 
and commerce. 

It is useful to review the details of the two letters, since they demonstrate that the scope 
and implications of the letters are very limited indeed. 

The situation addressed in the first letter (Interpretive Letter 1044), involved a proposal to 
establish a mixed-use office, hotel, and residence building on the property already owned by the 
bank. The proposal would expand the bank’s corporate headquarters complex, which the bank 
currently occupies to nearly full capacity, enabling the bank to relocate staff from more distant 
leased space, giving the bank additional office space for future expansion, and providing space 
for bank staff displaced by renovation of another of the bank’s buildings. The bank represented 
that it would occupy at least 22% of the premises of the new building. It also explained that the 
proposed mixed-use nature of the premises was necessary for the new building to be a viable 
project. The bank also presented evidence that the proposal represented an important part of an 
economic rejuvenation effort for downtown Pittsburgh, since the new premises — with their 
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specific combination of office, hotel and residential space^ — would be replacing rundown, 
dilapidated buildings that currently occupy the lots to be developed. 

The second letter (Interpretive Letter 1045), addressed the establishment of a hotel 
facility, also on property already owned by the bank and also adjacent to the bank’s corporate 
headquarters in downtown Charlotte. The bank represented that it would use more than 50% of 
the occupied rooms to lodge out-of-area bank employees, bank directors, vendors, shareholders, 
customers and others who were visitors on bank-related business. The provision of lodging for 
out-of-area visitors and doing so in a convenient and cost-effective manner provided legitimate 
business reasons for the proposal. The bank also supported this proposal as an enhancement to 
the downtown area, anticipating that the hotel, to be built on a site currently used as a parking 
lot, would contribute to new businesses and newjobs at the site and in its vicinity. 

Our conclusion in both cases was based on national banks’ authority to acquire and 
develop bank premises under 12 U.S.C. § 29. That section provides that a national bank may 
purchase, hold, and convey such real estate “as shall be necessary for its accommodation in the 
transaction of its business.” 

In applying this standard, the courts and the OCC have recognized that bank premises can 

take different forms, such as office buildings, parking, storage, and, as here, lodging. The courts 

also have long recognized the principle that it is appropriate for a national bank to maximize the 

utility of its banking premises by leasing or selling the portion of the premises. For example, in 

Brown v. Schleier, 1 18 F. 981, 984 (8'*' Cir. 1902), aff'd, 194 U.S. 18 (1904), the court stated: 

If the land which [a national bank] purchases or leases for the accommodation of its 
business is very valuable, it should be accorded the same rights that belong to other 
landowners of improving it in a way that will yield the largest income, lessen its own 

^ The bank demonstrated that, in order to establish required office space in an economically feasible manner, it 
needed to sell off a small number of residential condominiun^. The bank showed that residential condominiums are 
becoming a common addition to downtown mixed-use office construction and that the number of condominiums it 
proposed were readily marketable - by an unrelated real estate broker - thus the bank would not retain that portion 
of the property. 
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rent, and render that part of its funds which are invested in realty most productive. 

There is nothing, we think, in the national bank act, when rightly construed, which 
precludes national banks, so long as they act in good faith, from pursuing the policy 
above outlined. 

For decades — indeed, for over 100 years — courts have recognized Brown as one of the 
leading, if not the leading, case on the authority of national banks to establish and utilize bank 
premises.^ 

The Brown case also contains important limiting principles that have long been 
recognized by the OCC and the courts. The acquisition of real estate or establishment of bank 
facilities must be conducted in good faith in furtherance of a bank’s banking operations, and not 
as a real estate development business. The burden is on the bank to demonstrate a legitimate 
business reason based on accommodating its banking business operations for acquiring and/or 
developing the property for the projected use. As one measure of good faith use of the premises 
for banking purposes, the courts and the OCC look to the percentage of use or occupancy of 
property in conjunction with the bank’s business. Finally, the investment must not be 
speculative or motivated by realizing a gain on appreciation of the real estate property value. 
OCC interpretations, including these Bank Premises Letters, have recognized these substantial 
limitations and constraints. 

The following chart summarizes precedent and OCC interpretations involving the sale or 
lease of excess bank premises. The percentage of bank occupancy or use generally has varied 
between 15% and 50%, with the excess space in the premises available for use by third-parties. 


^ See, e.g., Morris v. Third Natl Bank, 142 F. 25, 32(8"’ Cir. 1905), cert, denied, 201 U.S. 649 (1906); Winger! v. 
First Natl Bank, 175 F. 739,741 (4"' Cir. \W))) appeal dismissed 22i \J .•&. 610 Second Natl Bank v. US 

Fidelity & Guaranty Co., 266 F. 489, 493 (4"' Cir.), appeal dismissed, 254 U.S. 660 (1920); Perth Amboy Natl 
Bank V. Brodsky, 207 F. Supp 785, 788 (S.D.N.Y.1962) (citing Brown for the conclusion that *’[i]t is clear beyond 
cavil that the statute permits a national bank to lease or construct a building, in good faith, for banking purposes, 
even though it intends to occupy only a part thereof and to rent out a large part of the building to others"); Farmers' 
Deposit Natl Banks. W'em Penn. Fuel Co., 215 Pa. 115, 118(1906). 
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Judicial and OCC Precedents Addressing National Banks' Authority 
to Lease Excess Bank Premises to Third-Parties 






























































312 


As the chart demonstrates, the proposals addressed in the Bank Premises Letters involve 
occupancy percentages well within the range of both judicial precedent and other OCC 
interpretations. 

Under the standards described above, we found the proposals in the Bank Premises 
Letters to be permissible. In each letter, the bank demonstrated a legitimate business reason 
based on the accommodation of its banking business operations for developing the property with 
the projected use. In each letter, the bank’s represented level of occupancy established good 
faith development of bank premises in furtherance of the bank’s banking operations. In neither 
letter was the development of bank premises predicated on a desire to speculate in real estate 
property values. Finally, each proposal was reviewed thoroughly from a supervisory 
perspective, and no safety and soundness concerns were found. 

Finally, it is important to stress that neither of these letters has anything to do with 
national banks’ engaging in the real estate brokerage business. The first Bank Premises letter, in 
fact, expressly noted that a real estate broker unrelated to the bank would be responsible for sales 
of the condominiums. This was one of the representations upon which the OCC relied in issuing 
this Interpretive Letter. 

B. Project Financing Letter 

The Project Financing Letter (Interpretive Letter 1048) involves the provision of 
financing to a wind energy project. The letter authorizes a bank to provide financing to a wind 
energy project in the form of an investment in order to allow the bank to take advantage of 
federal tax credits available for such projects, thereby lowering the overall financing cost of the 
project. The restrictions and limitations in the Project Financing Letter make clear that our 
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approval is premised on the bank’s interest being structured so as to preserve its economic 
substance as a loan rather than a speculative equity investment. In particular, unlike a traditional 
equity investment, the bank (1) may not participate in the operation of the business receiving the 
bank’s financing; (2) may not realize any gain on the appreciation of the value of its interest in 
the business or assets held by the business; and (3) must provide in the project agreement many 
of the same terms, conditions, and covenants typically found in lending and lease financing 
transactions to protect its interests. 

A key factor in the decision to allow this financing transaction to be structured as an 
equity investment was to allow the bank to capture tax benefits that were enacted by Congress to 
finance alternative sources of energy. For similar reasons — that is, to capture tax benefits that 
Congress has authorized to promote certain types of projects — the OCC has long permitted 
national banks to provide financing that takes the form of equity, e.g., to finance low-income 
housing, the renovation of historic buildings, and other types of community development 
projects. These transactions have proven to be low risk, and like the alternative energy financing 
here, provide an important source of capital to projects that Congress, by providing tax credits in 
connection with such investments, has affirmatively sought to promote. 

Both the OCC and the courts have held that permissible loan-equivalent transactions can 
take different and non-traditional forms in order to accommodate the demands of the market; the 
economic substance of the transaction, rather than its form, guides the analysis of whether the 
transaction is a permissible lending activity. The leading case on this is A/ (£ M Leasing Corp. v. 
Seattle First Nat’l Bank, 563 F.2d 1377 (9th Cir. 1977), cert, denied, 436 U.S. 956 (1978) 
(national banks may acquire, own, and lease automobiles and heavy equipment; when the 
economic characteristics of a lease are substantially similar to a loan, the lease is deemed to be 
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an exercise of the bank's lending powers). 

The Project Financing Letter noted its reliance on a 1994 precedent where the OCC found 
a transaction similar in structure to be a permissible loan notwithstanding its surface resemblance 
to an investment. See Interpretive Letter (November 4, 1 994) (available in Lexis-Nexis) (bank 
provided financing to owners of natural gas leases by acquiring interest in business trust that 
owned working interests in the leases; acquisition of interest in trust that held leases necessary 
for the bank to be eligible to receive federal tax credit)."' 

The alternative form of the transaction in the Project Financing Letter did not change the 
fundamental substance of the bank’s role as a provider of credit-equivalent financing. Other than 
the form of the interest the bank acquired as the vehicle to provide financing, the transaction 
addressed in this letter is substantially identical to a loan transaction. The bank represented that 
its decision whether to enter into the transaction would be based upon a full credit review of the 
borrower, that the proposed transaction would be made pursuant to the bank’s standard loan 
underwriting criteria, and that the documents governing the transaction would contain many of 
the same terms, conditions, and covenants typically found in lending and lease financing 
transactions, including representations and warranties, conditions precedent to the funding 
pertaining to the mitigation of risks, covenants requiring the company and other investors to 
provide the bank with customary financial information, and covenants restricting the company 
from taking certain actions. 

Similar to a financing transaction, the bank would be repaid in installments over time. In 
fact, the form of structured financing for wind energy projects is similar to a production payment 

Under 12 U.S.C. 24(Eleventh), national banks may provide financing for low-income housing development 
projects by acquiring an equity interest in limited paitncrships and limited liability companies that hold and develop 
the properties. Ownership of the equity interests enables the banks to receive federal tax credits. 
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loan transaction frequently used in oil and gas lending. A production payment loan transaction is 
a form of lending frequently used in extending credit to the oil and gas industry. These 
production payment lending transactions, also called “oil/gas reserve based loans” and “oil/gas 
production loans,” are recognized and permitted by the federal banking agencies,^ 

Moreover, the transaction will be regulated and supervised as a loan. For example, as in 
the case of the 1994 interpretive letter (noted above), the Project Financing transaction will be 
subject to the lending limits of 12 U.S.C. § 84 and 12 C.F.R. Part 32. 

We subsequently made clear that our legal opinion was premised upon the following 
characteristics of the financing and the bank’s role in the financing transaction as represented to 
us: 

• Before advancing funds, the bank would determine creditworthiness of project. 

• The creditworthiness review and determination would be made pursuant to the bank’s 
standard loan underwriting criteria. 

• Structuring the financing as a membership investment would be essential to the availability 
of tax credits to the bank and thereby integral to material terms of the financing provided 
by the bank. 

• The project’s agreement would contain many of the same terms, conditions, and covenants 
typically found in lending and lease financing transactions to protect the bank’s interests. 

• The bank would not participate in operation of the wind energy company, production of the 
wind energy, nor the sale of the wind energy. 


^ See OCC Banking Circular 214, OCC Examining Circular 223, and FRB Commercial Bank Examination Manual 
2150.1 — Energy Lending — Production Loans. SeealsoQCC Interpretive Letter {November 4, 1994) (cited above). 
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• The bank would acquire approximately 70% of the equity interest in the company, and 
would look to distributions of revenue from the sale of electricity and the receipt of tax 
credits and depreciation expense for repayment of the funds advanced and its return on 
those funds. 

• The bank would not share in any appreciation in value of its interest in the wind energy 
company or any of the company’s real property or personal property assets. 

• In the event the energy company does not perform as projected (which would enable the 
bank to obtain repayment of the funds advanced, plus a calculated return), the bank may 
sell its interest in the wind energy company to minimize or avoid loss on the financing. 

• Alternatively, in the event the energy company does not perform as projected, the bank 
would have the ability to force a vote to liquidate the wind energy company to minimize or 
avoid loss on the financing. 

• At the end of the ten-year holding period, the bank would sell at book value its ownership 
interest in the wind energy company. It is projected that this value would be a small 
percentage of the bank’s original investment.* 

HI. CONCLUSION 

In conclusion, I would like to assure you again that these three letters are limited and 
specific to the circumstances presented; they do not enable national banks to enter into the real 
estate investment or development business, nor do they have anything to do with real estate 
brokerage. Moreover, we fully appreciate the constraints the Gramm-Leach-Bliley Act placed 
on the ability of national banks’ financial subsidiaries to conduct certain real estate activities. 

^ OCC Interpretive Letter No. 1048a (February 27, 2006). 
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We are mindftil of the constraints that Congress, as part of its annual appropriations process, has 
placed on the joint Treasury Department/Federal Reserve Board rulemaking - to which the OCC 
is not a party - that would enable national banks and state member banks to conduct real estate 
brokerage activities using financial subsidiaries. Finally, because of the substantial limitations 
on the ability of national banks to deal in real estate, these particular interpretations do not 
undermine the longstanding boundaries between banking and commerce that apply to our 
nation’s banking system. 

I appreciate the opportunity to appear before you today, and I would be pleased to 
answer any questions you may have. 
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Comptroller of the Currency 
Administrator of National Banks 


Washington, DC 20219 

February 27, 2006 

John H. McGuckin, Jr. 

Executive Vice President, 

General Counsel, and Secretary 
Union Bank of California, N.A. 

400 California Street, 16*^ Floor 
San Francisco, California 94104 

Subject: Interpretive Letter No. 1048 (“IL 1048”) 

Dear Mr. McGuckin: 

In light of questions that have been raised regarding the details, limits, and scope of the financing 
transaction addressed in IL 1048, and because our previous communications were with outside 
counsel to the bank, we are writing directly to you to make sure that there is a clear 
understanding of the restrictions and limitations associated with the financing transaction. Our 
legal opinion was premised upon the following characteristics of the financing and the bank’s 
role in the financing transaction as represented to us: 

• Before advancing funds, the bank would determine creditworthiness of project. 

• The creditworthiness review and determination would be made pursuant to the bank’s 
standard loan underwriting criteria. 

• Structuring the financing as a membership investment would be essential to the availability 
of tax credits to the bank and thereby integral to material terms of the financing provided 
by the bank. 

• The project’s agreement would contain many of the same terms, conditions, and covenants 
typically found in lending and lease financing transactions to protect the bank’s interests. 

• The bank would not participate in operation of the wind energy company, production of the 
wind energy, nor the sale of the wind energy. 

• The bank would acquire approximately 70% of the equity interest in the company, and 
would look to distributions of revenue from the sale of electricity and the receipt of tax 
credits and depreciation expense for repayment of the funds advanced and its return on 
those funds. 

• The bank would not share in any appreciation in value of its interest in the wind energy 
company or any of the company’s real property or personal property assets. 

• In the event the energy company does not perfonn as projected (which would enable the 
bank to obtain repayment of the funds advanced, plus a calculated return), the bank may 
sell its interest in the wind energy company to minimize or avoid loss on the financing. 
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• Alternatively, in the event the energy company does not perform as projected, the bank 
would have the ability to force a vote to liquidate the wind energy company to minimize or 
avoid loss on the financing. 

• At the end of the ten-year holding period, the bank would sell at book value its ownership 
interest in the wind energy company. It is projected that this value would be a small 
percentage of the bank’s original investment. 

We wanted to restate these characteristics so that it is clear that there is no misunderstanding on 
the bases for our conclusion. As IL 1048 states, our conclusion was based on the information 
and representations provided to us. A material change could result in a different conclusion. 

Sincerely, 


Julie L. Williams 
First Senior Deputy Comptroller 
and Chief Counsel 
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